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SOME CONSIDERATIONS ON UNEMPLOYMENT 
INSURANCE IN THE LIGHT OF GERMAN 
EXPERIENCE’ 


I. INTRODUCTION 


E discussion of unemployment insurance in the United 

States has perhaps somewhat diminished since the pas- 

sage of the new economic legislation in this country 
which is now in its first stage of trial. But there can be little 
doubt that, in spite of this legislation, some regulated and planned 
aid for unemployment will be necessary, since unemployment will 


* This article is based, not only on the vast literature on this matter and on the 
writer’s own experience, but also on personal information from employers, workers, 
and such public authorities and administrative organizations as carried the burden 
of directing, superintending, and further developing legislation connected with the 
unemployment insurance system. 

For further details on the problems dealt with see, besides many other official 
publications, especially the following books and papers, which have been freely used 
at various points: Regierungs-Entwurf eines Gesetzes tiber Arbeitslosenversicherung 
nebst amllicher Begriindung (published by the Reichsarbeitsverwaltung, 34. Sonder- 
heft zum Reichsarbeitsblatt, 1926, Berlin); Mindlicher Bericht des 9. Ausschusses 
(Soziale Angelegenheiten) iiber den Entwurf eines Gesetses tiber Arbeitslosenversiche- 
rung, No. 2885 der Drucksachen, Deutscher Reichstag III. Wahlperiode 1924/27, 
No. 3507 and No. 3622; Annual Reports of the Reichsanstalt fiir Arbeitsvermitt- 
lung und Arbeitslosenversicherung 1927/28, 1928/29, 1929/30, 1930/31, 1931/32; 
Reichsarbeitsblatt 1929-1933; Die Vorschlage des Vorstandes der Reichsanstalt 
fiir Arbeitsvermitilung und Arbeitslosenversicherung sum Ausgleich swischen Ein- 
nahmen und Ausgaben der Reichsanstalt, published by the Reichsanstalt fiir Ar- 
beitsvermittlung und Arbeitslosenversicherung, Berlin, May, 1930; Geschdftsberich, 
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still have to be faced in the future. When recovery is secured, 
the time will be ripe to speed some action for governmental un- 
employment aid. In planning such action, German experience 
should be very useful. 

This article does not aim at an exhaustive presentation of the 
history and development of German unemployment insurance 
and its status at the time of the political change in Germany in 
1932-33. Such a task would require a long book which would 
probably be of no great value in the current discussion in the 
United States. The intention is, however, to give an account of 
the attitude generally prevailing in Germany toward unemploy- 
ment insurance in the last stage of the former political system; 
and to show whether and to what extent, under the influence of 
actual experience, the attitude on unemployment insurance had 
changed in the five years since the inauguration of the system in 
Germany. In addition, an account will be given of those questions 
which were at that time problematical and controversial in Ger- 
many. The statement will, however, be limited to those phases of 
unemployment insurance and of the German experience which 
seem to be of special interest for the discussion of unemployment 
insurance in the United States. 

German experience will be considered only up to the end of the 
parliamentarian, democratic system. Like everything else, social 
insurance—and particularly unemployment insurance—will most 


1927/29 der Vereinigung der Deutschen Arbeitgeberverbinde; Reformvorschlige 
der Vereinigung der Deutschen Arbeitgeberverbiinde sum Gesetz iiber Arbeitsver- 
mittlung und Arbeitslosenversicherung; Entwurf und Begriindung eines Gesetzes sur 
Anderung des Gesetzes iiber Arbeitsvermitilung und Arbeitslosenversicherung, Reichs- 
tag IV. Wahlperiode 1928, No. 2194; S. Aufhiauser, “Der politische Kampf um die 
Arbeitslosenversicherung und ihre sozialpolitische Bedeutung,” Die Gesellschaft, 
Vol. VII, No. 5, p. 393; Erwin Rawicz, “Die finanzielle Organisation der deutschen 
Arbeitslosenversicherung,”’ Die Gesellschaft, Vol. VII, No. 5, p. 404; Syrup, Sanie- 
rung der Arbeitslosenhilfe, Schriftenreihe des Deutschen Volkswirt 9, Berlin, 1930; 
Kiihne und Rawicz, Handbuch der Novelle sum Gesetz iiber Arbeitsvermitilung und 
Arbeitslosenversicherung, Berlin, 1930, and “Nachtrag,” Berlin, 1930; Rawicz, “Die 
finanzielle Sicherung der Arbeitslosenunterstiitzungen,” Die Arbeit, November, 
1930; p. 709; Rawicz, “Sozialdemokratische Initiative in der Arbeitslosenpolitik,” 
Die Gesellschaft, Vol. VIII, No. 3, p. 265; Gutachten sur Arbeitslosenfrage, erstattet 
von der Gulachterkommission sur Arbeitslosenfrage, III. Teil, Unterstiitzende Arbeits- 
losenhilfe, Sonderveréffentlichung des Reichsarbeitsblattes, 1931. 





UNEMPLOYMENT INSURANCE 291 


likely be changed in the new political order. So far, only the be- 
ginnings are known. For at least two years before the present 
régime came into power, there was a kind of a semi-dictatorship in 
Germany. Some of the decrees passed during that time, in which 
no legislation in the normal way took place, must be considered as 
political expedients that were calculated to forestall a fast-growing 
political opposition. It is hardly surprising that the important 
alterations of the original unemployment insurance act made dur- 
ing precisely that period partially led the system away from strict 
insurance principles. Some of these changes would certainly never 
have been made had the normal legislative machinery been work- 
ing. The influence of employers upon the government during that 
time, and chiefly after June 1, 1932, was steadily increasing, while 
the power of the working class became weaker and more or less 
insignificant. In spite of many important changes, unemploy- 
ment insurance as such was maintained. This is certainly very 
significant in view of political developments and of the growing 
economic and financial emergency. 

The German law on unemployment insurance was enacted in 
1927. Many discussions and debates over a long period of time 
had preceded it. But discussions did not cease after it had been 
passed. Early in German experience, it became evident that it is 
a very difficult legislative task to create an unemployment insur- 
ance system which is practicable in all of its details, which is re- 
sponsive to economic changes, and which, as far as possible, safe- 
guards the interests of all groups, employers, employees, and the 
state. Lack of a useful statistical basis for judging the effects of 
the law made the task still more difficult. Experience since the 
enactment of the law has shown that stable legislation in this field 
can be accomplished only after a trial period has made obvious its 
weak points. Alterations, therefore, could not have been avoided 
even during a comparatively more quiet period of economic de- 
velopment than the years following 1927 in Germany. This con- 
clusion is not without value for current discussion in the United 
States. It indicates the necessity of acquainting Congress, or the 
legislative bodies of states involved, with the idea that there can 
hardly be finality in the legislation, the more so since in this 
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country a sound statistical basis for a thorough survey of the 
situation is still less available than in Germany. Legislators will, 
therefore, find it most useful to frame a law in as simple a form as 
possible and consciously leave its further evolution to future ex- 
perience. 


II. FUNDAMENTAL ATTITUDE TOWARD UNEMPLOYMENT 
INSURANCE IN GERMANY 


The philosophical basis for unemployment insurance, when it 
was first installed in Germany, rested on the belief that the de- 
velopment of our present economic system had reached a stage in 
which neither the wage-earner nor the salaried employee could 
any longer be left to take care of himself during periods of unem- 
ployment; it is the duty of society either to support him or to 
make timely arrangements to care for him during such periods. 
Society has this duty because lack of employment is not attribut- 
able to personal neglect on the part of the worker; because his 
earnings during times of employment are not sufficient to allow 
accumulation of savings for periods of unemployment; because 
new employment can often be obtained only after long periods of 
unemployment; and finally, because it is in the interest of society 
for political and economic, as well as for ethical and cultural rea- 
sons, to protect the employee and his family from moral and 
physical degradation during periods of unemployment. Legisla- 
tive action for unemployment aid results from the firm conviction 
that unemployment is a mass phenomenon for which organized 
society as the embodiment of the present economic system bears 
the burden of responsibility. State compulsory unemployment 
aid is based on the recognition of the right of the worker to a 
livelihood during times of unemployment. 

Unemployment insurance in Germany insured “objective,” but 
not “subjective,” unemployment. A test of the ability and will- 
ingness of the insured applicant to accept employment must, 
therefore, first be applied. Unemployment due to physical, men- 
tal, or moral causes, or unemployment caused by strikes, volun- 
tary cessation of work, or lockouts, falls beyond the scope of Ger- 
man unemployment insurance. 





UNEMPLOYMENT INSURANCE 293 


Before the recent change in the political situation in Germany, 
employers and employees, as well as the government itself, still 
stood for state unemployment aid, in spite of all the financial diffi- 
culties which unemployment insurance had caused. No responsi- 
ble person in Germany believed it possible that the principle of 
state unemployment aid could be abolished. Even the National 
Federation of Employers Associations (Vereinigung der Deut- 
schen Arbeitgeberverbinde), which maintained the most skeptical 
attitude toward unemployment insurance, expressed in a special 
pamphlet the belief that the necessary reforms must not tamper 
with the fundamental principles of the existing system. The ex- 
tensive discussions of the last few years in Germany were thus not 
concerned with the principle of compulsory state measures for 
unemployment aid, but centered around changes in details to re- 
move real or imaginary abuses and to put the insurance system 
upon a basis which would prevent it from becoming a constant 
source of danger to the finances of the federal, state, and local 
governments. The government itself, after a few years’ experience 
with unemployment aid, asserted that no objections were suffi- 
ciently weighty to overcome the conviction that some form of aid 
to the unemployed was necessary. 


III. RELIEF OR INSURANCE 


No matter whether it is relief or insurance, every public unem- 
ployment aid scheme must base itself on an effective organization 
of the labor market. The administration of such a public benefit 
or relief institution must ascertain that the applicant is able to 
work and willing to accept (within certain limits as to suitability) 
any employment offered him. This in turn presupposes the exist- 
ence of an organization which canvasses existing opportunities 
for work and which makes it its business to facilitate the place- 
ment of workers. The applicant must, therefore, be able to prove 
that the employment exchange was not able to offer him a suitable 
job. “Objective” unemployment can be diagnosed only by the 
employment exchanges, and not by the unemployment insurance 
office or by unemployment relief stations. If an efficient employ- 
ment exchange system is lacking, the abuse of the unemployment 
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insurance or unemployment relief system can hardly be avoided, 
since neither of these institutions is capable of testing the “‘ob- 
jectivity”’ of the lack of employment. 

The question of “relief or insurance,”’ which played an impor- 
tant réle in public discussions in Germany long before the in- 
auguration of the insurance system, is stiil being vigorously de- 
bated, though in a somewhat different light. 

1. The employees.—In earlier years, the employees were most 
skeptical toward the idea of insurance. They were of the opinion 
that unemployment constituted a general economic evil, for which 
society must bear responsibility. The unemployed should be sup- 
ported by funds drawn from the general budget. Employees, how- 
ever, changed their attitude when it became clear that upon such 
a basis the right to relief could not be guaranteed to the unem- 
ployed and that relief would always be dependent on an examina- 
tion of the need of the applicants. Moreover, this form of relief 
might, in their belief, result in a shifting of the costs to the shoul- 
ders of the working classes to an even greater degree than would 
be the case under an unemployment insurance system, since the 
costs would eventually be covered by revenue derived from gen- 
eral taxation. Whether the workers bore a larger or a smaller 
share of the relief burden would, in this case, depend upon the 
nature of the system of taxation. After some years of actual ex- 
perience, the employee classes fully accepted the principle of un- 
employment insurance and would not willingly recede from that 
position. 

2. The employers.—The employers also expressed some doubts 
concerning an insurance system. Various reasons were advanced 
against the principle of insurance. 

a) Is unemployment an insurable risk? First, it was argued that 
the peculiarity of the “unemployment” risk would not admit of 
establishing an unemployment insurance system. The impossi- 
bility of foreseeing future developments in the labor market, and 
the thorough unpredictability of general business activity, would, 
in their opinion, not permit the calculation of an actuarial risk. 

Although the risk is probably more difficult to measure than in 
any other insurance system, the establishment of a compulsory 
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state unemployment insurance system is not impossible. The — 
English experience in previous years, as well as the developments 
in Germany during the early years of unemployment insurance 
have demonstrated that an insurance system is feasible. But to 
maintain an insurance system, it is essential that the administra- 
tive body be given great latitude to effect changes in the individu- 
al provisions of the insurance act. Though the state must, of 
course, retain the right of control and final authority, the greater 
the degree of administrative independence which the insurance 
system retains, the greater will be the possibility of maintaining a 
balance between income and expenditures by means of quick de- 
cisions, and the better will the insurance system maintain itself 
as a system of insurance. If, in periods of great stress, the raising 
of contributions or lowering of benefits, or both, can be brought 
about im time to accord with the changed requirements, then the 
difficulties which occurred in England and in Germany during the 
depression can partially or, if the depression is not exceptionally 
severe and long, may even be wholly avoided. 

The exceptional severity of the present depression, which thor- 
oughly justified and made indispensable the application of state 
aid, has, in both countries, brought about a crisis in the insurance 
system. But it certainly would not have assumed the proportions 
it really reached, had a far-reaching and earlier adjustment been 
effected in England, and had it been possible in Germany to 
amass a sufficiently large reserve in the fund and to make at the 
proper time the necessary alterations in certain provisions. It is 
surely very significant that, as late as May, 1931, the committee 
for the reform of unemployment insurance, established by the 
German federal government and consisting of employers, work- 
ers, and representatives of administrative and scientific circles, 
recommended that, in spite of all of Germany’s difficulties, “the 
insurance structure of the unemployment aid system be positively 
retained.” That seemed to the committee the more necessary 
since the co-operation and financial responsibility of the inter- 
ested parties should be strengthened (which, of course, would only 
be possible within an insurance system). Furthermore, in 1930 
the German government, which was leaning to the side of em- 
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ployers rather than to that of labor, maintained in a memoran- 
dum to the Reichstag that, in spite of the extraordinary difficulties 
and dangers resulting from unemployment insurance, it was still 
in favor of an insurance scheme for unemployment aid. The gov- 
ernment pointed out that public opinion seemed to have forgotten 
the inadequacies of the former unemployment relief scheme and 
the general and urgent demands which then had been made for a 
change from the relief system to one of insurance. The federal 
government did not look to a return of the relief system; it set 
as its goal the full development of the insurance idea. 

Experience during the depression has made many people who 
had hitherto been proponents of the insurance idea doubtful as to 
the feasibility of an insurance scheme on an actuarial basis. Some 
have maintained that “cyclical” unemployment is suitable as an 
insurable risk, but not structural unemployment, nor the kind 
which, as in this depression, is caused by abnormal, accidental 
factors. However, such a separation seems to be theoretically un- 
sound and practically unworkable. The most widely varying 
causes—“‘cyclical,” “structural,” “technological,” “seasonal,” 
“political,” and “abnormal” factors—influence, at varying but 
indeterminable degrees, the labor market. Besides the seasonal 
influence which, to a certain degree, can be measured and taken 
into due account,’ there is really only one other form of unemploy- 
ment (embracing all other causes) which must be covered by insur- 
ance. During certain periods, such as the present, special provi- 
sion will certainly have to be made, should the accumulated 
emergency fund be used up and further reductions of benefits or 
increases of contributions not be advisable. But the basis of un- 
employment assistance must, and can, remain an insurance sys- 
tem. These special provisions may, as in England, take the form 
of substantial state subsidies to the insurance system, or, as in 
Germany, that of special relief measures, supported by the state 
and existing side by side with the insurance system. 

b) Weakening of employers’ initiative and reduction of workers’ 
desire for work.—It has also been maintained that unemployment 
insurance stifles the initiative of both employers and workers and 

* See below (pp. 309-12) for further discussion. 
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that a relief system is consequently preferable. Since the em- 
ployer is certain that the dismissed workers will be taken care 
of by the unemployment insurance fund, he is supposed to be 
much more ready to cut down his labor force than he would 
be if the workers were dependent upon uncertain relief. The 
employer’s initiative may weaken, and he may no longer ex- 
ert all of his powers and take full advantage of new possibilities 
for increased business. 

Theoretically, this is not very probable. In the majority of 
cases in question, the continuation of operation of an enter- 
prise, or the re-employment of workers, results in increasing 
profits to the employer. No employer is likely to overlook 
profitable opportunities for continuation of business or resump- 
tion of operations simply because he knows of his workers’ 
ability to rely upon the unemployment insurance fund. Besides, 
every employer always has, of course, many reasons for maintain- 
ing, if by any means feasible, continuous operation, which means 
more efficient use of the productive equipment, maintenance of 
existing business relationships, etc. In other words, the capitalis- 
tic entrepreneur remains a “homo oeconomicus” in spite of unem- 
ployment insurance, and as such continues to seek profit. It may, 
of course, happen that in individual instances unemployment 
arises which would not have taken place without the unemploy- 
ment insurance system. That could chiefly be the case if unem- 
ployment insurance should prevent wages from falling to a level 
which they would reach under pressure of unemployment without 
any substantial assistance. 

Among German experts on unemployment insurance, there was 
no agreement on this question; but the majority of them seemed 
to believe that, if any weakening at all of employer initiative re- 
sulted from unemployment insurance, it was of small import. If 
the employer today seems more ready to dismiss his workers than 
was the case in former days, it is, in this view, because the em- 
ployer feels confident that, as a result of widespread unemploy- 
ment, he will later be able to secure easily well-qualified workers; 
whereas in earlier days, he always was afraid that he might be 
compelled to hire inferior employees. 
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There is no evidence that unemployment insurance has to any 
marked degree interfered with the willingness of workers to retain 
jobs or to seek new employment. If, side by side with the unem- 
ployment insurance system, there also exists an efficient system of 
employment exchanges, any decline in the willingness of workers 
to accept jobs is of little importance to the insurance system, 
since those who refuse the offer of employment automatically lose 
their right to unemployment benefits. Under such circumstances 
the vacancy is simply filled by another applicant and the insur- 
ance fund saves the equivalent of benefits to two workers.’ Of 
some importance in this question is the size of benefits. If bene- 
fits are high in relation to wage scales, it becomes more likely that 
the desire for a new job may be diminished. 

The problem whether the “incentive” to work of both employ- 
ers and workers may be weakened is probably essentially the 
same under a compulsory state relief system as it is under a com- 
pulsory insurance system. In fact, the German committee on un- 
employment mentioned above reported that precisely on this 
score the insurance system is to be preferred to relief; for under 
insurance both employers and workers are, by means of the con- 
tributory system and in view of the responsibility imposed upon 
them, given an additional interest in keeping the volume of un- 
employment down; they would hardly have such an interest under 
a relief system. 

c) Comparative cost of insurance and relief —It has been main- 
tained that the cost of an insurance system is greater than that of 
a relief system. If it is assumed, as it must be, that benefits of 
equal amount are paid under either system, this argument has, by 
actual test, proved to be without adequate foundation.‘ 

On the whole, the arguments advanced for the relief system 
cannot be maintained. With a state unemployment relief system, 
the unemployed worker would, indeed, have a greater right to 
assistance than would be the case under a private relief or welfare 
institution, but he would still remain subject to that morally de- 
pressing feeling of being compelled to accept a dole to which he 

3 Of instances of actual abuses of the system more will be said later (pp. 324-25). 

4 See for further discussion pp. 302 f. 
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has no legal claim, which is offered in the spirit of charity and 
which is often given only after a painful inquisition as to his needs. 
Under an insurance system, however, the worker has earned a 
right to unemployment benefits. 


IV. LIMITS OF THE INSURANCE PRINCIPLE 


After extended discussion, and as a result of the experience de- 
rived from the actual operation of the unemployment insurance 
system, the problem of “relief or insurance” no longer existed in 
Germany. Discussions, however, still went on; but the problem 
was no longer whether unemployment aid should take the form of 
relief or insurance, but of the extent to which the insurance princi- 
ple should be applied. (Is it or is it not to be curtailed by special 
measures, and, if so, what form shall these measures take?) 

Employers, employees, and government officials agreed that 
unemployment insurance constitutes an insurance problem of a 
peculiar nature. They further agreed that, though an attempt 
must be made to maintain the system on an actuarial basis, this 
type of insurance could not be adjusted to the technical structure 
of private insurance schemes. Unemployment is not some clear- 
cut phenomenon subject to insurance laws, but a mass phenome- 
non with multiple ramifications which strike different individuals 
with different intensities. The object of social insurance is not to 
compensate a single accident occurring to a single person, but to 
protect the collective fate of thousands upon thousands of human 
beings who share a position in the present economic system which 
makes them the innocent victims of certain driving forces within 
the system. The federal government itself declared in the above- 
mentioned memorandum to the Reichstag that the broad task to 
be performed by the social insurance system would never permit 
the purely technical demands of an insurance scheme to be satis- 
fied completely. 

1. The concept “unemployment.”—The original German law 
covered “objectiye” unemployment. Anyone who was able to 
work, willing to work, and involuntarily unemployed was entitled 
to unemployment assistance. The act provided for certain excep- 
tions which served to disqualify an insignificant number of appli- 
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cants but failed to specify exactly what was to constitute “‘invol- 
untary unemployment” and relied upon individual administra- 
tive decisions on questions relating to voluntary or involuntary 
unemployment. 

It soon became evident, however, that a much more exact 
definition of ‘“‘unemployment” was needed. In the first important 
reform of the unemployment insurance law, it was stipulated that 
only those should be considered unemployed who are usually em- 
ployed most of their time as wage-earners but who are temporarily 
without such employment and are not deriving the necessary in- 
come from independent labor, such as farming, business, or other 
trade, nor could derive it through the continuation of such an 
enterprise, nor could assist the enterprise of a spouse, parent, 
grandparent, or progeny, if such aid might properly be expected 
from them. Family assistance should be assumed when the par- 
ties share a common household. 

This paragraph brought about «. considerable restriction in the 
insurance principle of the act. From the purely technical insur- 
ance viewpoint, all those who were compelled to be insured, had 
paid the proper contributions, and were involuntarily without 
employment, should be entitled to assistance. But now, this 
amendment made “unemployment” (in the legal sense of the 
word) dependent, to a certain extent, upon a personal “needs 
test” of the applicant and upon the subjective judgment of the 
administration. This change was enacted following an extended 
discussion concerning the alleged abuse of unemployment insur- 
ance, by unemployed drawing benefits when having supplemen- 
tary income from other than their usual occupations. This public 
discussion assumed such proportions because the unemployment 
insurance system had then reached a point where its income was 
no longer sufficient to cover its expenses, and loans had to be 
made by the federal treasury. The general public, being thus 
made a contributor to the cost of the insurance system, conse- 
quently demanded the right to have a voice in the matter. 

2. The “needs test.”—Least compatible with the principle of 
insurance is the so-called “needs test.” Such a provision intro- 
duces into the insurance system a feature which really pertains to 
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a relief scheme. At the time when the law was being debated in 
the Reichstag, employers maintained that— 

a) The needs test does not infringe upon the insurance system, 
since the insurance law is meant to apply only to cases in which 
the applicant is able to prove that he is destitute, and 

b) The financial burden upon the national economy would be 
lighter if the unemployment insurance system were tied up with 
a needs test than if it remained a system of pure insurance. 

On the first point, the attitude of the employers was based on a 
concept of unemployment insurance which is widely divergent 
from that held by the government and by labor. Employers re- 
garded as the subject of insurance, not unemployment itself, but 
the suffering created by it; while labor and the government looked 
upon unemployment as such as the proper subject of insurance, 
irrespective of the degree of affluence of the individual worker. If 
the view of the employers were accepted, that the worker becomes 
entitled to benefits only in a case of destitution, extraordinarily 
difficult legislative, technical, and administrative problems would 
undoubtedly resuii. It would not be easy to define legally the 
concept “destitution” and to determine whether, in a given case, 
destitution actually obtained to the extent provided in the law. 

The institution of a “needs test” probably cannot be dispensed 
with in any kind of relief or welfare scheme which is, or may be, 
supported by public funds; but such a measure runs counter to 
any unemployment insurance theory. On the other hand, an in- 
surance system in which the workers through their contributions 
have earned the right to benefits must be based on clear and sim- 
ple concepts. “Destitution” is not such a clear and definitely 
diagnosable concept. A case of “unemployment,” though not an 
easily defined concept, can be diagnosed independently of the 
subjective judgment of insurance officials. Besides, the cover- 
age of the insurance act probably obviates the danger of great 
numbers of workers taking advantage of unemployment insurance 
without actually being in need, because the economic situation of 
the insured population in Germany is such that unemployment 
almost automatically brings with it destitution. Furthermore, one 
of the most essential objectives of an institution like unemploy- 
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ment insurance is to obviate the necessity on the part of the work- 
er of exhausting all of his available private resources beginning 
immediately upon becoming unemployed, which he would have to 
do if benefit were dependent upon a needs test. Finally, the work- 
er’s confidence in the insurance system is very essential and 
would be undermined if his need were made the criterion of his 
cligibility. 

After much discussion on this question in Germany during re- 
cent years there was, on the whole, before the “National Revolu- 
tion,” unanimity in the belief (except on the part of some indus- 
trialists) that the insurance of workers against unemployment 
should be the only object of the insurance system and that a needs 
test is not compatible with that object. Also, the above-men- 
tioned committee on the reform of unemployment insurance came 
to the conclusion that, “growing out of the nature of the insurance 
system,” there are fundamental objections to the needs test. 

The second objection, that an unemployment insurance sys- 
tem, when tied to a needs test, is iess expensive than a pure insur- 
ance system based on the same benefit scale, is very difficult to 
prove or disprove. To test the needs of the insured worker and his 
family each time he applies for benefits would involve great diffi- 
culties and a large and expensive administrative organization. 
The administrative expenses connected with a thorough and effec- 
tive needs test could, at least in Germany, easily become prohibi- 
tive if for no other reason than that only a comparatively small 
number of applicants could be proved to be undeserving of aid. 
This was borne out in Germany by two far-reaching investiga- 
tions which the government and the unemployment insurance 
office carried on in 1925 and 1929. The results showed that only 
a small percentage (around 5 per cent) of all applicants could have 
been excluded from benefit payments because of insufficient need. 
The percentage of those ineligible to benefit payments because of 
insufficient destitution would, of course, be dependent upon the 
concept of “destitution” and upon the severity with which the 
test were applied. But that the cost of unemployment aid would 
be markedly reduced by the introduction of a needs test cannot be 
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assumed unless a very low standard of living is used to define 
destitution.’ 

3. Reduction of the scope of the insurance principle —After a few 
years of resistance, the German legislators inserted provisions 
into the act which served to modify the principle of pure insur- 
ance. This group of provisions under the pressure of financial 
need was considerably widened and further refined, during the de- 
pression. When these changes were introduced, they were con- 
sidered to be emergency measures, forced by special circum- 
stances, and were at that time understood not to alter any of the 
fundamental convictions of the German legislative bodies con- 
cerning unemployment insurance or unemployment relief. 

The reduction of the scope of the insurance principle was 
brought about by the introduction of an “objective” needs test 
applying to entire groups of insured workers and stipulating that 
in case of certain distinctly defined conditions destitution should 
not be considered present. Thus the juvenile unemployed, in snite 
of contributions to the fund, were deprived of their right to bene- 
fit if they were below the age of twenty-one years (prior to the last 
revision, sixteen years) and had, according to German civil law, a 
legal right to be supported as members of their family. Further- 
more, the benefits were reduced where a spouse was simultaneous- 
ly drawing benefits or in some other manner, was, or would be, 
able to supplement the family income, or where an income was, or 
might be, derived through some other public institution such as 
the pension system, or by means of independent labor performed 
occasionally, or work performed in the establishment of a spouse, 
parent, or other relative. In all such cases the benefit was either 
reduced or abolished entirely, even though contributions had been 
fully and regularly made. 

Still other provisions to decrease the system’s expenditure were 
introduced into the law; under the stress of the depression, Ger- 

5In June, 1932, the von Papen government further interfered with the insurance 
principle by making the unemployment assistance, after thirty-six days’ regular 
unemployment benefits, dependent upon a needs test. So far, no information on 


the results of this change is available. Whether really considerable savings in 
unemployment aid were achieved is not known but seems highly improbable. 
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many had considerably lengthened the membership and waiting 
periods and shortened the benefit period for certain cases. Though 
it might be held desirable to have an unemployment system finan- 
cially strong enough to allow the payment of benefits immediately 
upon the loss of employment and for an entirely unlimited period 
throughout unemployment, such provisions are customary in all 
insurance systems and cannot be regarded as restrictions of the 
insurance principle, as long as they are applied to the entire body 
of the insured population. Germany, however, introduced some 
provisions which applied to only a part of the insured workers. 
In so far as they provided different membership and correspond- 
ing benefit periods for different groups, they did not constitute a 
needs test nor a restriction of the insurance principle, but repre- 
sented an attempt to equalize existing varieties of risks by bring- 
ing about a balance between contributions and benefits. But in 
graduating the waiting period according to certain criteria, a 
needs test was not openly, but indirectly, introduced. The wait- 
ing period was made longer for unemployed workers without de- 
pendents than it was for unemployed with dependents; it was 
longer for unemployed with one, two, and three dependents than 
it was for unemployed with four or more dependents. Other 


categories of unemployed workers, too, were subject to waiting 
periods of varying length. It was, furthermore, provided that 
under certain circumstances the waiting period might be short- 
ened or eliminated entirely. All these manifold pro\ ‘sions consti- 
tuted attempts to take the supposedly varying degrees of desti- 
tution among individual unemployed workers into consideration. 


Vv. COMMUNITY OF HAZARDS AND DIVISION OF RISKS 


1. Community of hazards.—From still another point of view, 
the problem of whether and to what extent an unemployment in- 
surance system could or should be constructed on the pattern of a 
purely private insurance system was violently debated in Ger- 
many. It was the question of the community of hazards, or the 
division of hazards, i.e., whether all of the insured should be re- 
garded as equals by the insurance system, pay equal contribu- 
tions and receive equal benefits without regard to the greater or 
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smaller hazard (in the actuarial sense of the word) connected with 
their occupations. Closely tied up with this question is the insur- 
ance of the so-called “seasonal workers.’ 

In the period in question, aside from certain relatively unimpor- 
tant restrictions, complete community of hazards existed in Ger- 
many. All workers, wage-earners, and salaried employees, in all 
trades and occupations, industry, agriculture, and domestic serv- 
ice, in all parts of the Reich, were equally covered by the insurance 
system. All of them contributed an equal percentage of their in- 
come into the insurance fund; and in case of unemployment, all 
received benefits graduated according to income groups. 

The possibilities for the division of hazards are numerous. One 
can think of either territorial or occupational division of hazards 
in the sense that, though all of the insured in the entire country 
receive the same benefit, the insured of a certain district or a cer- 
tain occupational group constitute a special community of haz- 
ards and pay contributions into the insurance fund which are 
commensurate with the risk represented by that district or that 
occupation. It would also be possible that, contributions being 
uniform, benefits would be classified according to risks in certain 
districts or certain occupations. Furthermore, certain districts or 
occupations could constitute special “self-sufficient” groups with 
contributions and benefits set according to their own needs or 
contingencies. Many combinations of such possibilities could, of 
course, be constructed. 

On the question of the classification of hazards, opinions in 
Germany still differed considerably. Strict adherents to the insur- 
ance principle believed that it is in the interest of the insurance 
idea to come to some sort of separation of hazards. In their opin- 
ion, it would be unreasonable to expect one group of employees 
and employers to contribute more to the insurance fund than 
their total demands upon it justified; a proper relationship be- 
tween contributions and benefits should be established. Unem- 
ployment constitutes, in their opinion, a special hazard in any one 
occupation; each occupational group should, therefore, as far as 
possible carry its own burden; each group would then certainly 


° For further discussion see pp. 309-12. 
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make it its special business to diminish this particular hazard. 
It is, in‘their belief, not fitting that the occupations or districts 
which are exposed to a great deal of unemployment keep on sub- 
sisting at the expense of others. They maintained that such a 
state of affairs in effect constitutes an indirect subsidy to the 
trades and occupations which meet with more frequent or heavier 
unemployment, and that it contributes to undesirable and false 
economic adjustments. 

Working-class circles were strongly opposed to this viewpoint. 
In their opinion, social insurance differs from private insurance in 
that social insurance is built on the idea of solidarity which under 
no circumstances permits the separation of groups of workers into 
different hazard classes. They held that it is the outstanding 
characteristic of a social insurance system that it is built upon a 
community of hazards in which those strongly situated assume re- 
sponsibility for those in a weaker position. As far as is known, 
workers very rarely complained that occupations less exposed to 
unemployment were paying contributions as high as those more 
sensitive to seasonal and cyclical fluctuations. The entire impetus 
for introduction of a division of hazards came from the group of 
employers in industries less affected by seasonal and cyclical fluc- 
tuations. It was they who felt that the risk involved in their 
enterprises did not justify the size of the contributions which they 
were compelled to pay. 

An unemployment insurance system will never persist without 
at least partial community of hazards in which manifold risks are 
pooled. Such communities of hazard are necessary for the sake of 
an internal balance within the insurance system, and in order to 
enable the system to withstand any particularly severe crisis 
which might befall some one industry. Communities of hazards 
within industries or occupations do not offer the necessary bal- 
ancing of risks. The responsibility for unemployment which 
strikes a particular industry in a specially high degree cannot be 
pinned upon those belonging to that industry alone. In addition, 
the number of people who pay contributions decreases, of course, 
in those industries which are most hit by the depression. Were an 
attempt made to raise sharply the contributions of the remaining 
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employers and employees in these particular industries, which 
could hardly be avoided, the employers might feel compelled to 
raise prices precisely at a time when a decline in prices would be 
required, and the depression might be deepened and prolonged. 

If, perhaps for political reasons, it is not desirable or possible to 
create an entirely uniform system of unemployment insurance for 
the whole country, territorial communities would probably offer 
a better basis for partition than occupational communities. This, 
however, is true only in cases where the separate districts em- 
brace a large variety of occupations. Since this is not the case in 
all the states of the United States, it would in many instances be- 
come necessary to include several states having different occupa- 
tional structures in one community of hazards. Whether, for in- 
stance, the twelve Federal Reserve districts would constitute a 
suitable foundation would necessitate a special study. Moreover, 
it should not be overlooked that the much desired mobility of la- 
bor, especially that of unskilled workers who are not attached to 
any particular branch of industry, would be impeded during 
periods of unemployment by special communities of hazards. At 
other times a strong flow, especially of such unskilled labor, 
might go toward the industries with comparatively slight risks 
and thus influence the supply of labor and the wage structure of 
the various branches of industry. 

These theoretical allegations cannot, for the time being, be em- 
pirically tested because of insufficient statistical data. Very im- 
portant calculations, made by the president of the German federal 
office for unemployment insurance, are, however, available which 
indicate clearly the difficulties connected with the problem. These 
calculations assume a system of territorial communities of haz- 
ards, classified according to insurance district boundaries in force 
for the period from April 1, 1930, to March 31, 1931. If, in this 
case, the various territories had had to pay the actually expended 
unemployment benefits with their own contributions without aid 
from the federal office, these contributions would have constituted 
percentages of the total pay-rolls as given in Table I. (Through- 
out the period in question, the combined contributions of workers 
and employers for the whole country constituted 3} per cent, then 
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4} per cent, and finally 6} per cent of the total pay-roll.) Even in 
a country like Germany, in which the occupational structure of 
the individual states differs less widely than is the case among the 
states in the United States, unemployment manifests itself in 
varying degrees in the different parts of the country. Without a 
central community of hazards, the contributions in some of the 
individual states would have had to be raised to a point where 
they could perhaps no longer be collected or where the increase of 
the contributions would still further strain the situation. 
Among individual occupations the difference in risks is even 
greater. According to another estimate by the same expert, the 
individual risks borne by the large metal, textile, food, and proba- 
TABLE I 


Percent- 
age 


East Prussia Northmark........... 
Pomerania ; Lower Gamemy ............... 
Silesia 
Central Germany 
Bavaria : Westphalia 

Southwest Germany 


bly also the agricultural trades, have in these particular years in 
Germany been approximately equal to that of the average of all 
the trades. The stone and clay industry and the construction in- 
dustry would, on the other hand, have had to pay, respectively, 
two and three times as much, if their contributions were brought 
into line with their unemployment risk (up to 13 per cent and 18- 
19 per cent of their pay-rolls). The clerks, the chemical workers, 
the miners, and the domestic servants, however, would, as a “‘con- 
tracted-out” group, have had to make smaller contributions (the 
domestic servants probably only one-fourth of the amount actu- 
ally paid). 

For reasons similar to those given above, the German federal 
government was at first opposed to any occupational division of 
risks. However, a few years later, the government changed its 
attitude and declared that the occupational division of risks was 
fundamentally desirable but that, for various reasons and for the 
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time being, it was impracticable. No further indication was made 
as to how such a division of risks could be accomplished. To a 
territorial division of hazards the government was always more 
sympathetic. The president of the federal office for unemploy- 
ment insurance considered the idea practicable in “times of nor- 
mal economic conditions,” though it is not stated what is meant 
by “normal economic conditions.” 

2. The restriction of the general community of hazards.— 

a) Seasonal workers.—There is an intimate relationship be- 
tween the division of risks and seasonal unemployment. Although 
the latter has been the subject of much discussion and of repeated 
legislative measures, a fully satisfactory solution will probably 
never be found. And yet, it is certainly one of the most difficult, 
and also one of the most important, questions in the construction 
of an unemployment insurance system. 

Opinions in Germany were widely divided on this question. 
Employers and certain academic circles based their opinions 
chiefly on the insurance principle, while working-class circles 
stressed the impossibility of drawing sharp lines between seasonal 
and other kinds of unemployment.’ 

Those who maintained that the seasonally unemployed should 
be separated from the unemployment insurance system, or that 
special provisions be made within the existing insurance system 
(such as the raising of contributions or the lowering of benefit pay- 
ments) insisted that seasonal unemployment represents a risk 
which is far above the average for unemployment. They sug- 
gested, furthermore, that a large number of seasonally unem- 
ployed workers are not nearly as needy as those unemployed be- 
cause of cyclical declines in employment. Since probably the 
same group of workers becomes unemployed at a definite period 
of the year, they can almost count upon the occurrence of these 
periods of unemployment and can have another occupation in 
which they work during their dull season. To aid such workers 
with money drawn from the general unemployment insurance 
fund is, it was thought, tantamount to an increase in their wages 


7 An especially thorough study of this question was made by the first committee 
of experts appointed by the German federal government in 1929. 
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at the expense of the rest of the insured population, or of the tax- 
paying population should the fund be supported by revenue de- 
rived from general taxation. It was further maintained that in 
trades in which seasonal unemployment is unavoidable, the work- 
ers traditionally receive higher wages because of seasonal unem- 
ployment. Thus, these workers would be doubly compensated: 
once by means of higher wages and secondly by insurance benefits. 
Finally, it was pointed out that a growing number of workers seek 
seasonal employment to take advantage of the law which makes 
them eligible for unemployment benefit after they have completed 
the legally specified period of employment. 

In answer to these allegations, it was pointed out that it is ex- 
ceedingly difficult to differentiate sharply between seasonal and 
other types of unemployment. Since experience had shown that 
seasonal unemployment is also influenced by cyclical fluctuations, 
an actuarial computation of the seasonal risk alone is not feasible. 
The often repeated contention that seasonal workers receive high- 
er wages because of the seasonality of their occupation has, under 
special investigation, proved to be false, except perhaps in some 
highly skilled building trades. 

The German government, as well as the two committees on the 
reform of unemployment insurance (1929 and 1931) took the po- 
sition that large groups of seasonal workers must have state un- 
employment aid and that such aid can best be administered with- 
in the framework of the existing unemployment insurance system. 
The government, however, even before the original law was 
passed, attempted to make due allowance for the difference in risk 
attending seasonal and general unemployment. But in practice, 
it has proved difficult to find a suitable solution which would both 
protect the insurance system and the large mass of insured work- 
ers and contributing employers from additional burdens imposed 
by seasonal unemployment, and allow reasonable protection for 
seasonal workers. 

The original law provided that seasonally unemployed workers 
should, to a greater extent than other workers, be obliged to ac- 
cept jobs in other trades in the time of unemployment, and it al- 
lowed for the possibility of shortening the duration of benefit pay- 
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ments and the prolongation of the waiting period. This last meas- 
ure was made use of during the first winter of the unemployment 
insurance system’s operation (1927-28) without achieving satis- 
factory results. During the second winter (1928-29) the duration 
of benefit payments for those seasonally unemployed was sharply 
reduced (from twenty-six weeks to six weeks), though the insurance 
principle was fundamentally maintained. For the remaining 
period of unemployment, the seasonally unemployed received 
much smaller benefits from a special relief organization and were 
subject to a needs test. For use in these measures, which were a 
mixture of insurance and relief, an exact definition of the concept 
“seasonal unemployment” was established. The working popula- 
tion subject to “seasonal unemployment” was divided into a def- 
initely specified number of trades and subdivisions of occupations 
within these trades. The period of seasonal unemployment was 
limited to a minimum duration of three months and a maximum 
duration of four months within a twelve-month period. 

Since this mixed system, too, had to be abandoned, it was 
decided, during the third winter (1929-30), to return to the pure 
insurance principle, though the benefits paid to the higher paid 
seasonal workers were reduced for the entire period of benefit. The 
earlier provisions concerning the groups of workers in seasonal 
trades and occupations have been widened and more exactly cir- 
cumscribed. In 1931 the benefits paid to the seasonally unem- 
ployed were further reduced, so that all of them, not solely those 
in the higher wage classes as during the third winter, received lower 
benefits than the rest of the unemployed. Whether these last reg- 
ulations, which remained unchanged in the following years, estab- 
lished the proper balance between contributions and benefits for 
the seasonally unemployed cannot yet be determined. 

In any public compulsory unemployment aid system, whether +— 
relief or insurance, the problem of seasonal unemployment re- 
quires special provisions. Since those trades which are subject to 
seasonal unemployment are also exposed to unemployment caused 
by cyclical, technological, and other factors, and all these factors 
influence one another, a separation of those trades which are par- 
ticularly burdened by seasonal unemployment from the general 
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unemployment insurance system is possible only if a separate in- 
surance system is set up for those trades. However, such a divi- 
sion of hazards and risks among various trades and occupations is 
usually not practicable, because of the lack of the necessary bal- 
ance of risks. Moreover, the German experience seems to indicate 
that seasonal unemployment represents a risk which is so far 
above the average that it will hardly be possible to avoid the 
separate treatment of seasonal unemployment within the general 
framework of the unemployment insurance system. There are a 
number of ways in which such special treatment could be accom- 
plished. It is possible to increase the membership period, waiting 
period, and contributions of the seasonal workers, or decrease the 
amount or duration of their benefits. The use of one or more of 
these measures might preserve the proper balance of seasonal and 
other unemployed in the entire insurance system. 

The contention that seasonal workers receive higher wages than 
other groups of workers seems not to be of sufficient importance 
to warrant their exclusion from unemployment insurance. Even 
if this contention were to some extent true, wages would prob- 
ably drop to the general wage-level if the unemployment insurance 
system were to assume the burden of unemployment of the sea- 
sonal worker, thus relieving him from the necessity of saving for the 
recurring periods of idleness. Such an equalization of wages would, 
of course, require some time. Once it is decided to make special 
provisions for seasonal unemployment, it will become necessary to 
determine, somewhat in the manner in which it was done in Ger- 
many, which groups of workers shall be regarded as seasonally un- 
employed, and during what periods of the year they shall be so 
regarded. Such provisions can, however, be made only on the 
basis of extended experience and must be founded on thorough 
statistical analysis. 

b) Other special risks.*—In the German unemployment insur- 
ance system, other attempts to treat special risks can be found. 

® The German unemployment insurance law has in principle provided for the 
possibility of a division into t-rritorial communities of hazard. In theory, the con- 
tributions consist of two portions, one of which is paid into the fund of the federal 


office for unemployment insurance and serves to bring about a balance of risks in the 
entire Reich. The other portion is paid into the district unemployment offices which 
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A decree of July, 1930, for instance, provides that the owners of 
enterprises in which the insured workers have more than average 
recourse to unemployment insurance may be required to pay 
higher contributions. In a memorandum earlier submitted to the 
Reichstag, the government had maintained that a number of 
establishments had lately been adopting the policy of shifting the 
burden of any decline in employment, including those of short 
duration, upon the unemployment insurance system in order to 
keep their own expenses as low as possible. In the opinion of the 
federal government, this constituted a burden and a growing 
source of danger for the unemployment insurance funds. No 
doubt, it is impossible to avoid having employers take advantage 
of unemployment insurance in the sense that, during dull periods, 
they dismiss a larger number of workers than they possibly might 
have dismissed had an unemployment insurance system not ex- 
isted. The extent of such dismissals, however, is grossly exagger- 
ated. Besides, the employers’ contributions to the insurance fund 
are, in their viewpoint, equivalent to the reserves which they would 
have accumulated had the insurance system not existed in order 
to take care of their workers during dull times. Such use of the 
unemployment insurance system can, therefore, hardly be re- 
garded as an abuse. Moreover, such legal provisions would prob- 
ably affect those establishments in which, for some reason, em- 
ployment declined further or earlier than in their competing en- 
terprises—a state of affairs which is inseparably connected with a 
system of free competition. In this respect, such establishments 
do, indeed, represent a risk greater than the average when com- 
pared with similar establishments. To burden them with an in- 
creased contribution would be tantamount to a penalty. In many 
cases such a provision would probably first affect the medium- 
sized and small establishments and favor the larger concerns. In 
the opinion of many employers, it would become necessary to 
establish some kind of control over the conduct of individual 
determine the amount of these district contributions according to the particular risk 
involved in each district and the total amount necessary to meet the need of the 
district. The law further provides that the sum of the two portions must not exceed 


a certain upper limit, to be fixed by the federal office for unemployment insurance. 
These provisions have never been put to a practical test. 
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establishments, to introduce some means whereby a view into the 
internal affairs of an establishment might be achieved, and to de- 
termine which of the establishments make more than average use 
of the insurance system. But it seems to be extremely doubtful 
whether such a system of control and examination can ever be ad- 
ministered with any degree of success. The pertinent provision in 
the German law was phrased most carefully. Its execution was 
made dependent upon the consent of the board of the federal office 
for unemployment insurance and that of the ministry of labor. 
As far as known, this provision has never yet been made use of. 

Another attempt at the creation of separate communities of 
hazard may be found in the provision which stipulates that the 
benefit period in certain districts and occupations be prolonged 
from the normal twenty-six weeks to a possible maximum of 
thirty-nine weeks. Other provisions in the German law for specific 
groups (such as husbands, wives, pensioned individuals, etc.) are 
not concerned with the special treatment of special risks but are 
designed to introduce substitutes for a needs test. 


VI. SYSTEM OF INCOME COLLECTION 
The system of collection of the funds for the unemployment in- 


surance system is largely influenced by the difficult question as to 
whether and to what extent the government should participate in 
bearing the cost. The English system provides that the govern- 
ment shall regularly share in the cost. The income of the insur- 
ance system is derived from joint contributions of the workers, 
employers, and the government. The German unemployment in- 
surance system has purposely deviated from that scheme. It was 
intended that the supporters of the insurance system—the work- 
ers and employers—should have as much freedom of action as 
possible; it should be their duty to see to it that, if at all possible, 
the balance between income and expenditures be maintained. 
Though the German law makes no provision for regular contri- 
butions to the insurance system on the part of the government, it 
nevertheless provides two ways in which the government is made 
to share in the burden arising out of unemployment. In times of 
great stress, after all available funds and reserves have been ex- 
hausted, the original German law provided that the government 
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should make loans to the insurance system to be paid back later. 
Thus, in accord with its entire structure, the German law origi- 
nally contemplated that, even in times of greatest stress, the feder- 
al government was to make no contributions, but only loans, to the 
insurance system. 

The second way the German government contributes to the 
systematic aid of the unemployed is through a system of relief 
measures which was installed side by side with the insurance sys- 
tem. The relief administration assists all those unemployed work- 
ers who have not acquired rights to unemployment insurance or 
whose right to benefits has been exhausted. The cost of such re- 
lief is borne exclusively by public authorities. 

Contributions on the part of the workers were considered jus- 
tified to make the workers legally entitled to insurance benefits. 
The employers’ contributions were regarded as an indirect supple- 
ment to wages which, in the long run, would assure the workers of 
a better livelihood than any other kind of wage payments. Be- 
sides, employers’ contributions seemed justified, since the em- 
ployer’s interest in his workers does not, as a rule, cease with dis- 
missal but persists in his maintaining a lien on the workers’ tal- 
ents, experience, and willingness to work. 

Since it is advisable to maintain the unemployment insurance 
system on as pure an insurance basis as possible, the German 
method for providing the means for the insurance system seems 
to be superior to the English method. For the maintenance of in- 
surance, even during periods of greatest distress, the administra- 
tion of an insurance scheme ought to be given a freer hand than 
would probably be possible with regular governmental contribu- 
tions. Of course, in the case of an institution whose existence is of 
such great importance to society as a whole, the state, through its 
legislature, should retain a measure of supervision extending over 
the raising or lowering of contributions and benefits. 

Still another question of principle arises out of the problem of 
assessing the contributions. Should the contributions be equal 
for all employers and employees, as in England, or should they 
constitute a uniform percentage of the earnings of the workers, as 


° It should, however, be noted that in England a certain, though different, gradu- 
ation is secured through classification by age and sex 
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in Germany, so that, in practice, the amounts paid are graded 
according to income? Both from the point of view of the insur- 
ance principle and that of social policy, the graduation of contri- 
butions according to income levels is the more suitable form of 
assessment of contributions. The English system of assessing the 
small and the large incomes equally, exerting thereby a relatively 
much stronger pressure upon the small incomes, does not seem to 
do justice to social and economic requirements. 

A suggestion made in Germany for the progressive grading of 
contributions according to income seems to be worth mentioning. 
Whereas, actually the percentage is the same for all income 
groups, it was proposed that it should be graded according to the 
size of the income. The very small incomes should contribute a 
lower percentage than the larger incomes. In addition to reasons 
of social policy, it was pointed out that unemployment in Ger- 
many during the depression was much rarer among the lower 
wage classes than among the more highly paid workers. If the in- 
surance system were to be built upon a strictly actuarial basis, the 
more highly paid workers would be required to pay much higher 
contributions, which could be achieved by the grading of the con- 
tribution percentages. Communities of hazard according to in- 


come groups would thus be created. In addition, such a grading of 
contributions might allow larger increases in the size of contribu- 
tions during an emergency than are feasible under the system of 
uniform percentage assessments. 


VII. THE SYSTEM OF BENEFIT PAYMENTS 


The German system also differs essentially from the older Eng- 
lish system in the payment of benefits, although both follow the 
principle of insurance. Under the English system, all insured 
workers pay uniform contributions and receive uniform benefit 
payments irrespective of the size of their incomes. The German 
system grades both the contributions and the benefits according 
to the size of the income of the insured workers. For that purpose, 
the insured workers were divided into eleven income groups. The 
benefits paid to the unemployed within the lower-income groups 
constitute a higher percentage of their income than those of the 
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higher-income classes. The social principle discussed above in 
connection with the size of contributions is here actually carried 
out through a system inversely related to earnings and in addition 
through the gradation of benefits according to the size of the fami- 
lies of the unemployed. After the reform of 1931,"° the average 
percentages of income as given in Table II were paid as benefits 
in the various income groups. (The percentages provided in the 
original law are mentioned in parentheses.) 

A step in the direction of applying the insurance idea more 
strictly to benefit payments was taken by the reform act of July, 
1930, by which a relationship between the membership period and 
the size of benefit payments was established. Higher-paid work- 
ers who were members of the insurance system for not longer than 


TABLE II 
Income Groups Percentages Income Groups Percentages 
Eee mre YS ...32.5 (37.5) 
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35 (40) 30 © (35) 
35-5 (40) 
twenty-six weeks were to receive smaller benefit payments than 
workers who had been members for a longer period; a larger num- 
ber of contributions resulted in higher benefit payments. Table 
III may best represent the German system of benefit payments 
which was then in use. 

German experience with this system favors its retention. Aside 
from a few employers, no responsible body in Germany recom- 
mended a shift to the English system of uniform benefit payments. 
Under the system of uniform payments, it is difficult, or even im- 
possible, to avoid having a worker who earns a comparatively 
small regular wage receive, during the period of unemployment, 
an unemployment insurance benefit which may approximate his 
regular income. Under such circumstances his willingness to ac- 
cept a new job would certainly not increase, though such a danger 


* The later changes, especially those of June, 1932, are not treated here; they 
offer nothing of value for the discussion of unemployment insurance in the United 
States. 
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must not be overrated if an efficient system of employment ex- 
changes exists. On the other hand, workers with relatively high 
incomes might receive benefits which would enforce a very great 
reduction in their standard of living. The German system which 
pays the low-income groups a larger percentage of the income to 
which they are accustomed, and pays the higher-income groups a 


TABLE III 
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Less than 10.00 .00 6.00 6.40 6.40 6.40 6.40 
From 10.01-14 .80 .80 9.00 9.00 9.60 | 9.60 
From 14.01-78. .80 .80 | 10.40 | 10.40 | 12.00 | 12.00 
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smaller percentage, establishes a desirable relationship between 
regular income and benefit payments. It enables all income classes 
to maintain, to a certain extent. their relative standards of living. 
At the same time, the difference between regular income and un- 
employment benefit is kept large enough not to weaken the desire 
of the unemployed workers to be re-employed. The differences 
between the incomes of workers are so great that only flexible 
benefits can meet the demands of economic necessities during 
periods of crisis and depression; only in this manner may too 
rapid a decline in the purchasing power for certain consumers’ 
goods be prevented. Because of these economic considerations, 
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but also in view of sound social policy, the viewpoint sometimes 
advocated in Germany that the benefit payments should border 
on the minimum subsistence level is untenable. 


VII. ECONOMIC EFFECTS OF UNEMPLOYMENT INSURANCE 


It has often been maintained that unemployment insurance 
would increase unemployment and would tend to deepen depres- 
sions. As far as the effects of unemployment insurance on the 
mental attitude of employers and employees are concerned, this 
contention has been dealt with." Here, the purely and directly 
economic effects of unemployment insurance are to be discussed. 
In the light of German experience, no definite statement will be 
possible, but no facts are known which could prove the contention 
stated. Besides, it will be very difficult to reduce the effects of un- 
employment insurance upon current economic development to 
terms of theoretical principles, particularly in case of changing 
premiums and benefits.” It is not possible to know exactly what 
will be the economic consequences of the collection of contribu- 
tions on the one hand and the payment of benefits or the accumu- 
lation of a fund on the other hand, since these consequences will, 
to a very large degree, depend upon the economic conditions pre- 
vailing at particular periods. 

1. When income and payments balance in the insurance system.— 
When the insurance system collects from month to month exactly 
as much as it pays out in the form of benefits—in other words, 
when the system is in a position of neither being able to amass a 
reserve fund nor of being compelled to draw upon outside sources 
—then a redistribution of income takes place which transfers re- 
sources from those who pay contributions to those who receive 
benefit payments. In so far as the money is derived from the in- 


™ See pp. 296 ff. 

” This section does not intend to discuss the ultimate incidence of unemployment 
insurance, from the point of view of a long-run development. It is concerned rather 
with its more direct consequences. See, for discussion on the long-run incidence, 
Harry Gunnison Brown, “The Incidence of Compulsory Insurance of Workmen,” 
Journal of Political Economy, February, 1922, with whom, however, I do not agree 
on the uniformity of the incidence of unemployment insurance, chiefly because of the 
great difference in conditions of the economic position of various industries. 
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come of workers, a shift in purchases will usually take place from 
goods with elastic demands, which employed workers purchase, to 
goods with more inelastic demands, such as necessities, which the 
recipients of unemployed insurance benefits can afford to buy. 
Some decline in the consumption of more elastic commodities is 
thus likely to occur which would not have occurred without the 
existence of an unemployment insurance system, while on the 
other hand, some decrease in the consumption of more inelastic 
commodities, which probably would have taken place, is avoided. 
This is not the case, however, when the money is derived from 
that portion of the worker’s income which would have gone into 
savings, and not from the consumption fund of those who pay 
contributions. Which case actually prevails, cannot be deter- 
mined by theory and is dependent upon the circumstances. If, on 
the other hand, that part of the benefit payments is considered 
which is derived from the contributions made by employers, then 
the economic consequences depend on whether the contributions 
were taken directly out of their profits or whether they could be 
shifted and actually were passed on to the consumers by way of 
price increases or to their own workers by way of wage decreases. 
If shifting to the consumers actually obtains, then the contribu- 
tions and benefits represent a redistribution of income within the 
various groups of purchasers. In other words, buyers must pay a 
higher price for raw materials, production goods, and consumer’s 
goods in order to provide the money for insurance benefits which 
will be spent by the unemployed for goods with an inelastic de- 
mand. A decline in the volume of consumption of commodities 
with relatively elastic demand follows under certain circum- 
stances. If the contributions made by employers lead to a decline 
of wages of their own workers, the consequences would be the 
same as stated above. If, however, the contributions of the em- 
ployers are derived directly from profits, capital funds of the 
economic system are transferred for the consumption of the unem- 
ployed. That condition, however, obtains only if it can be as- 
sumed that the profits of the entrepreneurs would have been used 
only in small part for their own consumption, while the largest por- 
tion would have been employed in the further accumulation of 
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capital. The same, of course, holds true when the employees’ con- 
tributions are derived from savings instead of the consumption 
fund. 

The diminution of the capital funds or the decline in the demand 
for more elastic consumer’s goods might have far-reaching con- 
sequences. These consequences, which cannot be dealt with here, 
would vary in the different stages of the business cycle. 

2. When income exceeds payments in the insurance system.— 
This condition is especially likely to obtain in times of prosperity, 
when the insurance system is able to accumulate a fund. In this 
case, all that which was stated under (1) also applies to that part 
of the system’s income from contributions which is paid out in the 
form of benefit payments. What we are here concerned with pri- 
marily are the economic effects of that portion of the contribu- 
tions which is mot paid out but is accumulated. These effects, too, 
can only be ascertained with great difficulty, since the number of 
unknown factors is even greater than those listed under (1). Here 
too, the economic effects will depend upon what portion of the 
workers’ contributions is derived from their savings and what por- 
tion from their consumption fund, and, on the other hand, what 
portion of employers’ contributions is derived from price in- 
creases, or wage decreases, or, should this not be the case, what 
portion would have been applied to consumption or to further 
accumulation of capital had there been no unemployment insur- 
ance system. But of particular importance for the economic bear- 
ing of this problem is the use made of the money which the insur- 
ance system has accumulated. If the insurance system were to 
put that money at the disposal of the general money market 
(without attaching any special conditions), it is likely that it 
would thereby add to the creation of an “easy money” condition 
and thus contribute to the intensification or acceleration of the 
boom. However, the consequences of accumulating a fund for the 
unemployment insurance system have to be avoided for many 
reasons which are not discussed here. The unemployment insur- 
ance system, therefore, should adopt such a form for the invest- 
ment of its accumulated funds as will temporarily “sterilize” the 
fund but will assure its liquidity in time of depression. 
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3. When payments exceed income in the insurance sysiem.—Such 
a condition will obtain primarily in a time of crisis or depression. 
Its economic significance will depend (a) upon the manner in 
which the funds of the insurance system (see above, under [2]) have 
been invested, and how they can be liquidated in time of depres- 
sion, and (6) where the insurance system obtains the additional 
funds necessary to maintain benefit payments. If it is assumed 
that the additional funds were supplied by the government, the 
economic consequences cannot be ascertained without taking into 
account the nature of the tax system and the method which the 
government uses to obtain the funds transferred to the insurance 
system. If, on the other hand, it is assumed that the additional 
funds were raised by an increase of the contribution rate of both 
employers and workers, then the effects, with a few modifications, 
would be substantially as stated under (1). It is true, however, 
that in either case the benefit payments during crisis and depres- 
sion have the desirable effect of serving as a brake on the decline 
of labor’s income and of thus preventing the crisis from affecting 
the industries of inelastic demand and even those of elastic de- 
mand so early. Unemployment insurance undoubtedly also pre- 
vents or delays the pressure of the wage reductions which usually 
follow in the wake of extended unemployment. Those, therefore, 
who believe that not only real wages, but possibly even nominal 
wages, should be maintained during the depression period would 
see in unemployment insurance a desirable means which will per- 
mit the maintenance of the wage-level. Others, however, would 
hold that by maintaining wages, a prolongation of the depression 
may follow. 

The considerations given under (1), (2), and (3) need one fur- 
ther modification, inasmuch as it was not mentioned that provi- 
sions are always made against unemployment even if there is no 
unemployment insurance in existence. Such provisions, should, if 
possible, be taken into consideration in any attempt to gauge the 
economic consequences of unemployment insurance. In other 
words, one ought to know what economic changes are brought 
about by unemployment insurance which would not have oc- 
curred had there been no insurance system. If it is assumed that 
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the worker provides for unemployment by means of additional 
savings, then a decline in consumption of more elastic commodi- 
ties and an increase in savings with all its unpredictable results 
will follow. If the employer accumulates a reserve, then an in- 
crease of prices or a decrease of wages may take place (with the 
results mentioned above), or a decline in his consumption and a 
change in his savings and investments (these savings would prob- 
ably take a different form from those brought about by unemploy- 
ment insurance). But even if no special provisions for unemploy- 
ment were made, the unemployed would take care of themselves 
or would be supported. In this case, the economic significance of 
the insurance would depend largely on whether they provided 
for themselves by using savings or by making debts, or whether 
they were taken care of by philanthropic institutions or by gov- 
ernmental relief. It is then important to know who supports the 
philanthropic institutions or what system of taxation is used. 
None of these factors can be left unconsidered in an evaluation of 
the economic consequences of unemployment insurance. 

Were one to examine the effects of unemployment insurance 
during the various stages of the business cycle, the picture would 
be somewhat as follows: During the upward trend of the cycle, 
unemployment insurance can exert a steadying influence rather 
than serve as an intensifying influence, provided the insurance 
contributions paid by the employers are derived from profits and 
thus impede the process of overinvestment. This, of course, oc- 
curs only when it is not possible to shift the insurance cost. De- 
pending upon market conditions, it will be shifted wholly or in 
part in many cases to the workers by lowering wages or to the 
consumer in terms of increased prices, thus obviating the need for 
cutting profits and investments. On the other hand, the curtail- 
ment of consumption, because of the contributions of the workers, 
might, especially during the later stages of a boom, result under 
certain circumstances in hastening the crisis by decreasing the 
demand for goods of elastic demand, though that influence would 
not be very strong. Whether the investment of the funds by the 
unemployment system would exert a disturbing or a steadying in- 
fluence on general business conditions cannot be theoretically de- 
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termined; it would depend largely upon the manner in which the 
funds were invested, and whether or not they were “sterilized”’. 
During both crisis and depression, unemployment insurance 
should, in the main, have favorable effects. By the pouring-out of 
the accumulated funds in the form of benefit payments to the 
unemployed workers, the insurance system fulfills the function of 
maintaining consumption on a certain level and thus keeps the 
industries which produce consumption goods from being hit by 
the full force of the crisis in its earlier stages. 


IX. THE ABUSES OF UNEMPLOYMENT INSURANCE 


It has often been asserted in Germany that unemployment in- 
surance is frequently abused. It was said that workers who are 
able but unwilling to work often become a burden to the insurance 
system; that workers who are not even unemployed manage to 
draw benefits through fa!se pretenses; and that some workers con- 
trive, by skilful exploitation of the law, to become unemployed 
and to draw benefits, though they would not have been “unem- 
ployed” had there been no insurance scheme. All these alleged 
abuses increased the volume of unemployment and thus overbur- 
dened the insurance system. 

In cases where able workers are indisposed to accept jobs, the 
cost of unemployment insurance is not increased, nor is the vol- 
ume of unemployment augmented. It can be assumed that the 
job which was refused by the worker who made improper use of 
the insurance system is filled by another worker who would other- 
wise have become subject to benefits. Cases where workers draw 
benefits on false pretenses in spite of being regularly employed 
might occur, since there is no law or institution which is not abused 
every now and then. But, under proper administration, such 
cases ought not to occur very frequently, nor be of great financial 
importance. In the first years after the introduction of unemploy- 
ment insurance in Germany, it was frequently observed that 
workers, by skilful exploitation of the law and without having re- 
course to false pretenses, became “unemployed” solely in order to 
draw unemployment benefits. Some persons, especially wives, 
who were not dependent upon employment or had never had 
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regular employment, secured jobs and kept them only long enough 
to earn the right to unemployed benefits. There was a compara- 
tively large demand for jobs of short duration and for seasonal 
employment. After the right to benefits was established on such 
jobs, the workers became unemployed and demanded benefits. 
Finally, there are known cases of collusion between employers and 
workers. Employers would periodically lay their workers off in- 
stead of putting them on part-time work, thus allowing the work- 
ers to make use of the insurance system. 

All this, of course, resulted in an increased burden to the in- 
surance system, but did not actually increase the volume of unem- 
ployment. These abuses were possible partly because the law had 
to be put into operation without sufficient experience. A certain 
period of actual operation was necessary to ascertain which of the 
provisions were successful and which needed modification. By a 
series of reforms, the German legislature put an end to these abuses. 
The membership period was increased in some instances, thus mak- 
ing it more difficult to acquire the right to unemployment benefits; 
the concept of unemployment was more rigidly defined, and other 
legal provisions were introduced which were designed to make 
abuses of the insurance system more or less impossible. 

After these changes, which in many cases met with success, had 
been made, experts in Germany agreed that one could no longer 
speak of widespread abuse of unemployment insurance, even if 
there were still cases of “black workers” who drew benefits while 
they secretly continued to work. The extent of these abuses was, 
however, believed to be so small that the financial burden im- 
posed on the insurance system was certainly not substantial. Be- 
sides, it was believed that an efficient administration could further 
reduce them to a negligible minimum. No doubt, single instances 
of abuses have often been unduly generalized, and individual 
cases have been exaggerated, in order to invalidate the system of 
unemployment insurance. 


X. SUMMARY 


The development of unemployment insurance in Germany dur- -- 
ing the depression has often been used to prove that state unem- 
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ployment aid cannot be administered within the framework of an 
insurance system. 

True, the unemployment insurance system has had to face 
great difficulties during these years in Germany. The unfavorable 
economic developments led to a point where a large and growing 
number of unemployed could no longer be taken care of by the 
insurance system and had to rely for assistance upon additional 
relief organizations. This development, which had nothing to do 
with the unemployment insurance idea as such, resulted from a 
number of different causes. First, there was hardly any experi- 
ence available upon which to build the insurance system. A suffi- 
cient statistical basis was then lacking, so that it was impossible to 
estimate the financial consequences of the law with any degree of 
certainty. It was necessary to allow a certain period for observa- 
tion to gather information concerning the practicability of certain 
of the legal provisions and the need for modifications. The law 
was put into effect October 1, 1927, but the decline in general 
business conditions began in Germany in 1928, so that the proba- 
tionary period of the law coincided first with a period of stagna- 
tion and later with a severe economic crisis. The insurance system 
was thus faced with a comparatively large and rapidly increasing 
number of unemployed, much earlier than had been anticipated, 
and consequently before it had become possible to accumulate an 
emergency fund. In addition, matters were further complicated 
by the fact that measures calculated to bring about a balance 
between income and expenditures were not effectuated rapidly 
enough and that the developing crisis took on exceptionally large 
proportions. If all these factors are taken into consideration, the 
experience of so few and such unusual years would hardly warrant 
the judgment that unemployment insurance in Germany has been 
a “failure’’. 

Following the first probationary period, it was found necessary 
to alter a number of the provisions in the original law. These re- 
forms were instituted fairly rapidly and were supposed to have 
changed the law so that it met all of the major requirements which 
such a law should be expected to fulfil. There was little doubt in 
Germany that a period of improved economic and financial condi- 
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tions would have seen the revocation of some of the measures 
which were instituted only as a result of economic stress and finan- 
cial need. 

Finally, the German experience has taught that an unemploy- 
ment insurance system cannot exist without the possibility of 
some kind of governmental support. The state must, as in Eng- 
land, steadily contribute to the insurance system, or must stand 
ready, as in Germany, to render assistance in the form of loans or 
contributions. The risks involved in unemployment insurance are 
so difficult to calculate and are so varied that it is absolutely es- 
sential for the government, as the largest and strongest factor in 
the life of the people, to assume the rdle of final guarantor of 
safety. This risk-guaranty on the part of the state is necessary 
and justified because unemployment constitutes one of the most 
important, difficult, and urgent of social questions. 

Otto NATHAN 


PRINCETON UNIVERSITY 





NATIONAL SOCIAL INSURANCE IN FRANCE! 


OCIAL insurance may first be defined as the ‘assumption 
S by the community of part or all of the risks threatening 
the individuals or as the compensation of social risk. Such 
definition would, of course, include public relief; and, in this 
sense, social insurance has more or less been practiced everywhere 
for centuries. Today, however, social scientists generally restrict 
the term “social insurance” to schemes involving contributions 
by the insured persons to the funds required for the working of the 
system. If we define the term in this more precise manner, we 
may say that social insurance was realized or achieved in France 
only four years ago, by the law of April 30, 1930. 

Thus, France remained a long time behind Germany, England, 
Austria, Italy, Czecho-Slovakia, Poland, and Russia; and this 
seems all the more surprising since France has always proclaimed 
solidarity to be the principle of her social legislation. Solidarity 
has been the motto of the French Radical party which has been 
in power, more or less, for the last half-century in France; and 
labor legislation in France since 1872 has been as progressive as 
anywhere else. 

Why, then, such a delay concerning social insurance? We think 
it may be attributed to three main causes: (a) the social structure 
of French population; (6) the mentality of the working classes; 
(c) the fact that, although social insurance, as such, has been 
completed only in 1928-30, it had been partly realized as early 
as 1808. 

a) Although France has been much industrialized lately, as I 
have shown in my work with Professor Gide on the economic sit- 
uation of France, and, as Professors Ogburn and Jaffé have re- 
markably illustrated, her economy remains quite well balanced. 
Agriculture, on one hand, and industry, transport, and trade, on 

* Eprror’s Note.—This article was written in 1933. In interpreting certain state- 
ments, allowance is to be made for delay in publication connected with handling 
proof at a distance. 
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the other, occupy about the same number of people. Their pro- 
duction is nearly equal in value; and it would be easy to make out 
that the respective outputs of corn and pig iron, textile products 
and farm products, automobile-making and cattle-breeding, are 
very close to each other in value. Moreover, France is not a coun- 
try of large-scale concerns. Undoubtedly, her factories and works 
have enlarged lately. Corporations have replaced individual 
businesses. But that is often more apparent than real. For in- 
stance, large concerns like the Creusot or De Wendel iron works 
and motor factories like Citroen or Renault are, more or less, 
owned and managed by single individuals belonging to the fami- 
lies of their founders. In the textile industry, the most important 
of France, the size of the enterprise is small and personal manage- 
ment frequent. Besides, independent workers are numerous, both 
in the cities and in the country, as are small shopkeepers and 
farmers. All that gives to France her special features. It explains 
her present economic state and mind, as well as her attitude toward 
social insurance. France needed it less than did England or Ger- 
many, because her industrial working class was not as numerous, 
even proportionately to her whole population, and its class con- 
sciousness was not so acute. 

b) In the measure in which the French working classes felt and 
expressed their class consciousness, they did so in the politica} 
and revolutionary field, more than in the social-welfare field. In 
the pre-war period, French syndicalism had very little in common 
with English trade-unionism. It took no interest in the individual 
wants of its members. It thought that, in order to keep workers 
in good fighting condition, it was useful not to let them aspire to 
national welfare which would only decrease their revolutionary 
spirit. Even when the union leaders consented to support a de- 
mand aiming at the betterment of their condition, they thought 
that it was the duty of the state to levy on the wealthy under the 
form of taxes what was to be given to the working people in the 
form of free benefits. And the Socialist party in Parliament, 
which, although theoretically different from labor unionism, could 
not disregard its opinion, adopted the same attitude. They pro- 
posed schemes of social insurance based on the non-contributory 
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system. By so doing, they remained faithful to old French-Revo- 
lution traditions; and their hostility toward the Old Age Pension 
Act of 1910 was partly due to the fact that it involved a compul- 
sory contribution from the wage-earners. 

c) It would be unjust not to add to these reasons that France 
had built up a patchwork system of social laws and institutions 
which, more or less, covered the most urgent needs and risks of 
the industrial worker’s life, i.e., compensation for accidents (and 
industrial diseases), old-age and invalidity pensions, unemploy- 
ment and sickness insurance. Each of these, it is true, rested on 
its special basis. Industrial accidents were compensated by the 
responsible employer who might insure himself against the pe- 
cuniary consequences of his responsibility. Old-age pensions, 
which were to serve as a model to the general social insurance law, 
rested on the treble contribution of the employer, the wage- 
earner, and the state. Unemployment and sickness insurance re- 
mained voluntary and were provided for by the friendly societies, 
encouraged and subsidized by the state. 

Moreover, if that was the usual condition of workers in general, 
a great number of wage-earners were under a more advantageous 
régime, owing to the fact that they belonged to occupations or 
trades which the state had interest in fostering: sailors, miners, 
and railway employees. All of these had their own sickness, in- 
validity, old-age, and even death insurance systems. It also in- 
cluded the state officials, who numbered about 700,000 before the 
war. These protected workers formed a total of more than one 
million individuals, that is, about one-fifth of all wage-earners of 
France on the same date. 

It seemed that partial social insurance, supplemented by mu- 
tual help and poor-law administration, met the most urgent need 
of French workers in harmony with their general mentality. If 
that remained true up to the war, it ceased to be so after the great 
world-conflict. Three orders of facts changed the working-class 
mind and public opinion. The leaders of trade-unions became 
more conscious of their responsibility toward the material com- 
fort of their fellow-workers; also, they took a more direct, more 
frequent and active, part in public and legislative life. The con- 
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sequences of the Versailles Treaty, either through the adoption 
of its Part XIII (on labor) or though the recovery of Alsace- 
Lorraine, hastened the enactment of new social laws, among 
which social insurance took an important place. 

It would take too long to retrace the profound changes involved 
in French unionism since the war and to analyze its leading fac- 
tors. Among the chief ones may be mentioned the co-operation 
of union leaders in administration, committees, and state respon- 
sibilities during the hostilities and the peace negotiations; the 
split in French unionism in 1919-20 and its division into a left 
wing, faithful to the old revolutionary program with general strike 
as its motto, and a right wing, more realistic and reformative, 
each embodied in one of the great French labor federations: 
C.G.T. and C.G.T.U.; the example of foreign countries and the 
multiplication of inter-ally or international conferences of work- 
ing people; the growing action of social Catholicism and Christian 
trade-unionism, and its soothing influence on immediate claims. 

All these reasons have led the unions to accept, and even to 
claim, representation and participation in the making and enact- 
ment of social laws. This is certainly one of the most conspicuous 
features of contemporary French legislation. Nowadays, the law 
is no longer made by government aione, enacted by Parliament, 
and enforced by the executive. it involves, at every step, the ac- 
tive co-operation of employers and workers of industrial organi- 
zations. There is no new law which does not require their col- 
laboration: eight-hour law, Sunday rest, social insurance, etc. 
Necessarily, this contributes to alter the mentality of the leaders 
and rank and file of trade-unions. Instead of observing an atti- 
tude constantly defiant or hostile, they are bound to show them- 
selves more conciliatory and realistic. The more so, too, because 
revolution seems to grow more remote and because, in the coun- 
tries where it has been realized, its first conquests have been the 
enactment of social laws, near to those claimed for or enforced 
in non-socialist nations. 

Lastly, the labor and political provisions of the peace treaties 
contributed to the change. Labor had taken part in the drafting 
of Part XIII of the Versailles Treaty. The Committee of Inter- 
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national Labor Treaties had been presided over by Samuel 
Gompers, leader of the American Federation of Labor. The 
working class and trade-unionism as such had become a func- 
tional part of national and international official machinery. They 
consequently achieved a sense of their own power and responsibil- 
ity. This was confirmed by the Trade Union Act of March 12, 
1920, which enlarged the duties and rights of Unions and Federa- 
tions. And, necessarily, the union laders, having been partly the 
authors of the program elaborated by the Versailles Treaty and 
enunciated in the preambles of Part XIII, could not do otherwise 
than work heartily to carry it out. 

Now, among the steps mentioned in that text, social insurance 
against the main human contingencies which threaten individual 
security and social order took a leading place, and the workers 
had pledged themselves to promote it. In what concerns France, 
that was the more necessary because the recovery of Alsace-Lor- 
raine showed the scheme in full action there, and demonstrated 
at once its practicability and usefulness. As it was impossible to 
deprive Alsatians of a régime they were strongly attached to, and 
as it was difficult to keep it in three French departments without 
extending it to the whole territory, M. Millerand, who had been 
high commissioner of the recovered provinces, decided, as soon as 
he became prime minister, to generalize it. He intrusted with the 
study of the question his minister of labor, who happed to be an 
Alsatian industrialist, thus quieting the apprehension of French 
employers. The bill which came out from the study in committee 
was of direct German inspiration, although it pretended to be 
quite original; and after many years of drafting and redrafting, 
considering and reconsidering, it became the law of April 9, 1928, 
amended April 30, 1930, which sums up and co-ordinates previ- 
ous laws on social insurance, extends them to risks previously un- 
provided for, and adapts its provisions to new principles, without 
neglecting the specific social needs of France or especially her 
demographic position and recourse to foreign labor. 

Having thus briefly stated the causal background of the history 
of social insurance in France, we proceed to study the contents 
of the new law, considering its general character, its scope, its 
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financial and administrative machinery, and, finally, its actual 
working and results. 

The new social insurance law has three general features: it is 
compulsory, unified and contributory. First, it is compulsory, 
which means that all insured people, as well eventually as their 
employers, must pay their share to the fund in order to be entitled 
to its benefits. The wage-earner’s contribution is paid by the 
employer and taken out of his wages. It is what is called in France 
precompte (or “deduction’”’). Compulsion is considered as being 
the only way to distribute the risks and make it possible to cover 
them with a relatively small individual contribution. 

Secondly, and for similar reasons, the insurance is unified. 
There is only one contribution to cover all risks and expenses; so, 
risks are compensated, and receipts and benefits can be more ex- 
actly balanced. 

In the third place, the receipts consist of an equal contribution 
of employers and wage-earners supplemented by a grant of the 
state. The wage-earner’s own contribution is justified by the fact 
that it is only in the case where the insured assumes a certain 
amount of the burden, in the form of a premium, that he may be 
considered as really insured and not as receiving public relief. 
Although one may question this notion of insurance, yet it has its 
value; moreover, it preserves in the worker the sense of dignity. 
The wage-earner feels that he has a right to allowances and bene- 
fits, and has not the impression of having fallen to the charge of 
the community. As to employers, their contribution finds its jus- 
tification in three facts. First, they must assume all occupational 
risks; and bad health and premature infirmity represent, at least 
partially, such risks, as well as industrial accidents and diseases. 
Second, many employers have recognized that such was their 
moral duty; but if they are left to act independently, they run 
the risk of being handicapped in economic competition. The gen- 
eralization of contribution unifies the conditions of industrial life. 
Third, economic activities largely depend on employers’ initiative 
and decisions. Being so responsible for economic ups and downs, 
it seems right that they should contribute to alleviate the occa- 
sional ill effects of their initiative. 
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As to the state, its contribution finds its justification in its 
very nature. Nowadays, nobody considers the state as being in- 
terested only in the maintenance of internal and external order. 
It has many cultural and social duties—among them, to pro- 
vide for its citizens unable to help themselves. Moreover—and 
here its duty resembles that of the employers—the state, as its 
share of responsibility in the economic régime, must temper its 
inequalities by helping the weak citizen, just as it partakes of the 
surplus of the rich by taxation. Lastly, its policy has unquestion- 
ably an influence on economic activities. Accordingly, as it is 
pacific or warlike, liberal or restrictive, it promotes or restrains 
trade; and as it is impossible to limit its grants to the cases where 
it is directly responsible, the best course is to provide for a fixed 
and regular contribution. 

But this does not mean that social insurance in France is neces- 
sarily a state affair. It was intended to be so. The first bill had a 
strong state character. But, owing to the resistance and criticisms 
of friendly societies, it restored much to self-help, contenting it- 
self with supplementing private or mutual insurance in case of 
deficiency. So the law is a combination of private and collective 
effort subsidized by the state and of direct state action, as it is a 
combination of two financial systems for covering its needs: the 
capitalization and the allotment (repartition). The former pro- 
vides the funds from which the old-age pensions are to be paid, 
while the latter apportions the annual receipts and expenses for 
regular benefits (sickness and maternity). 

To understand how these theoretical principles are put into 
practice, one must know the exact scope of the law concerning 
insured persons, the risks covered, and the benefits allowed. This 
we will explain briefly without going into the somewhat tedious 
details of the scheme. 

The law applies compulsorily to all wage-earners whose total 
annual earnings do not exceed 15,000 or 18,000 francs ($600 or 
$720 at par), according to the size of the place they live in. This 
amount is raised 2,000 francs for each child up to three, and 
reaches 25,000 francs ($1,000) for wage-earners having more than 
three children. It must be noticed that in their case, the employ- 
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ers’ contribution is not calculated on the whole wage, but only on 
15,000 or 18,000 francs, in order not to induce them to reject 
fathers or mothers of large families. This peculiarity of French 
law is the consequence of the desire both to favor large families 
and to imitate what has been done by the employers themselves 
with family allowances. 

Compulsion means not only the obligation of the employer to 
pay his own contribution and that of his wage-earner but also the 
obligation for him to register the wage-earner and submit a decla- 
ration to the insurance office as soon as he engages him. 

But compulsion does not involve all wage-earners. First of all, 
the law is not quite clear as to the meaning of “wage-earner,” and 
in fact there are two tendencies at work in France as to the defini- 
tion. According to the law itself, and to the decisions of the Court 
of Cassation, which is the highest French judicial authority, a 
wage-earner is anyone who is bound to an employer by a wage 
contract, whether he executes it at home or in the master’s shop, 
and whatever his remuneration is called. A clerk, a typist, a 
traveling agent, a servant, a government employee, not entitled 
to the special régime of pensions, an actor, be they French or 
foreigners, all are covered by the law, provided they earn less 
than the maximum wage above mentioned. But one is not con- 
sidered as a wage-earner if one is not bound to an employer by 
such a contract and is free in the carrying out of his work. 

The minister of labor in his instructions takes a broader view 
as to whom the law intends to protect; he would include every 
person suffering because of economic weakness. But this notion is 
rather difficult to put into practice, and actually the High Labor 
Council is trying to make a list of persons whose legal status 
raises difficulties under the social insurance law, or under other 
labor and social legislation—such, for instance, as managers of 
branches or units of chain stores. 

Besides these doubtful cases, there are explicitly excluded from 
the new law: first, all wage-earners whose annual income exceeds 
the legal maximum; second, all workers affected by a special in- 
surance system securing them at least the same advantages as the 
ones provided for in the general law—such as the sailors, the 
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miners, the railway employees. But even for them, regulations 
published in the year 1932 have aimed to unify their situation 
with that of ordinary workers. 

If the social insurance law had applied only to so-called “wage- 
earners,” it would have left outside of its benefit a good many 
French people quite worthy of social help, such as small artisans, 
tradespeople, farmers, artists, journalists, whose situation is very 
similar to that of wage-earners. They form the backbone of 
France and play a very important part in her political life. 
They are economically independent but very hard working, and 
are outside the scope of commercial life insurance. They must be 
offered, if not have imposed upon them, the benefit of law. There- 
fore, they may voluntarily avail themselves of its provisions, pro- 
vided they live principally on the earnings of their work and have 
not an income higher than that of the compulsory contributors, 
taking into account all their family burdens. 

The law does not cover all the risks that normally threaten the 
wage-earners. Those risks are generally divided into three classes 
—occupational, economic, and physiological risks. The first class 
consists of industrial accidents and diseases. They are considered 
to be incumbent on the employer exclusively, and are dealt with in 
a special law of 1898. The economic risk is unemployment and is 
perhaps the most frequent and the most dreaded by the workman. 
But it is also one of the most difficult to provide for; and up to 
now France, owing especially to the fact that, as a rule, she does 
not register as high unemployment figures as other industrial 
countries, has not taken special steps regarding it. Of course, she 
could not abandon unemployed people to themselves, and she has 
established a relief fund for them. But she did not set up a real 
unemployment insurance scheme, and she strives to provide for 
the payments of employers’ and wage-earners’ contribution to the 
social insurance fund, while the workman is out of work. As to 
the physiological risks, they consist of sickness, maternity, old 
age, or premature infirmity, death, and chance family burdens. 
Only these last are covered by social insurance law, but they are 
provided for, whether they strike the worker himself or a member 
of his family. 
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When they occur they entitle the insured and their kinsfolk to 
three kinds of benefits: medical treatment, temporary and peri- 
odical allowances, and permanent pensions, amounting in prin- 
ciple to half of the daily wage. 

If the insured worker, his wife or his children, should fall ill, the 
insurance funds assist him to pay the cost of medical treatment at 
home or in the hospital. In order to prevent abuses, the worker 
himself must pay from 15 to 20 per cent of the expenses, according 
to his wage. The insured worker is free to choose his physician 
among the practitioners of the locality. 

Besides this help in kind, and if the illness continues for more 
than four or six days, the insured persons are entitled to a money 
allowance of 3, 6, 9, 12, or 18 francs a day, according to the wage 
class to which he belongs. Provision for maternity is made both 
fot women workers and men workers’ wives. During the period 
of pregnancy and for six months after the birth of the child, they 
receive medical assistance under the same conditions as those 
laid down for sick insured workers. If the women are insured on 
their own account, they are entitled to the daily half-wage allow- 
ance, for six weeks before and six weeks after the birth of the 
child, provided they abandon all paid work during these twelve 
weeks. If the child is fed at the breast, an additional allowance of 
from 50 to 150 francs is made to the mother during nine months. 

The sickness allowance is paid for six months, at the end of 
which time the patient is re-examined. If he be found to be at 
least two-thirds incapacitated, he is granted an infirmity pension 
for five years. Thereaftez, if his incapacity proves to be perma- 
nent, the pension is consolidated and continued indefinitely. 

The infirmity pension is not of a fixed sum. It depends on the 
number of contribution years. In principle, it amounts to 40 per 
cent of the yearly average wage of the worker, and is enlarged or 
diminished according to the number of yearly contributions over 
or under thirty; but its minimum rate is 1,000 francs per annum 
if the worker has contributed for at least six years, and 600 francs 
if he has contributed for at least two years. 

The law grants to workers who have reached the age of sixty 
an old-age pension, which amounts, like the infirmity pension, to 
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40 per cent of the average annual wage for workers who have been 
employed for thirty years. This pension may be increased 10 per 
cent for workers having brought three children up to sixteen 
years. It may be decreased for those having contributed for less 
than thirty years during the transitory period following the enact- 
ment of the law, or for those claiming the benefit of pension at 
fifty-five years of age, provided in that case they have paid at least 
twenty-five yearly contributions. 

Death, widow, and orphan allowances and unemployment 
benefits are also dealt with only incidentally by the social insur- 
ance law. 

When a worker reaches the age of retirement he may choose 
one of two alternatives: (a) He may be paid, when he begins to 
receive his pension, a lump sum representing the capital required 
to produce his regular pension, less 1,000 francs, on condition he 
uses this sum to buy a homestead, which he cannot sell, and 
which will go to his family after his death. (6) He may stipulate 
that half of his own pension be paid to his wife when she is fifty- 
five, if she survives him, in which case his own pension is slightly 
reduced during his lifetime. 

Generally speaking, the infirmity or old-age pension ceases with 
the death of the worker, but his widow and children will receive 
then a lump sum of 20 per cent of the annual average wage of the 
worker, and at least 1,000 francs. Moreover, the orphans up to 
sixteen years of age of a father leaving three or more children are 
entitled to a minimum of 100 francs per year each. 

Lastly, unemployment is provided for indirectly. If a worker 
loses his job, both he and his last master cease to make contribu- 
tions to the insurance fund, but during the first four months of his 
unemployment the fund undertakes to make good the entire con- 
tribution. 

The right to the aforesaid benefits is made conditional upon the 
completion of qualifying periods varying according to the benefit 
claimed. In order to avail himself of sickness benefits, the worker 
must have contributed for at least twenty days during the month 
which precedes his illness; in order to obtain the infirmity pension, 
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he must have been insured for two years before his illness and 
have contributed to the fund during four hundred and eighty 
days. As to the workers who reach the age of retirement without 
having completed the qualifying period (i.e., during the first 
thirty years of the working of the law), they will be entitled to a 
pension amounting to as many thirtieths of their full normal pen- 
sion as they would have paid annual contributions, with a mini- 
mum pension of 600 francs a year. 

The financial and administrative working of the Jaw does not 
merit detailed examination, except as regards the resources, the 
various insurance funds, and the administrative supervision. 

As has been indicated previously and for the aforesaid reasons, 
financial resources for the insurance scheme are provided by con- 
tributions from the insured persons themselves, from the em- 
ployers, and from the public authorities. Insured workers’ and 
employers’ contributions are of the same amount, and the state 
contribution is proportionate to them. 

In the first draft of the scheme, the compulsory contributions 
rate was uniform. It amounted to 10 per cent of the wages paid 
by the employers, who were expected to deduct half of it from 
their workers’ earnings. The system has been simplified in the 
second drafting. Workers are divided into five classes, according 
to their annual earnings, including advantages in kind, such as 
lodging, food, etc. : 

Class I consists of workers earning less than 8 francs a day. 
The monthly contribution is 6 francs by the worker and 6 francs 
by the employer. 

Class II consists of workers earning from 8 to 15 francs a day; 
monthly contribution 12 francs each. 

Class III consists of workers earning 15 to 20 francs a day; 
monthly contribution 18 francs for each. 

Class IV consists of workers earning from 20 to 32 francs a day; 
monthly contributions amounting to 24 francs for the worker and 
for the employer. 

Class V consists of workers earning more than 32 francs a day, 
for which class the contribution is 40 francs per month for each. 
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The payment of the respective contributions is certified by the 
affixing of stamps of the monthly and daily contribution on an 
individual card delivered to the insured wage-earner. 

The financial funds involved in the administration of law are 
of two kinds: mutual, professional, or regional, on the one hand; 
central or national on the other. 

The first ones consist of funds, or caisses, formed either by the 
employers themselves, by trade-unions, by the friendly societies, 
or, lastly, by the public authorities at the rate of one public insur- 
ance fund per departmental district (of which funds there are 
nineteen). 

The insured worker is free to choose among them. The present 
law, unlike the first bill, encourages mutual insurance to the ex- 
tent that, if the member of a friendly society does not express 
positively his desire to become affiliated with another fund, he is 
supposed to remain a member of same and his contributions are 
paid into it. Practically then, only the wage-earners not belong- 
ing to private or trade-union funds are taken care of by the de- 
partmental district fund. 

But, of course, owing to the part played by those different funds 
and the protection due to their members, they are subjected to 
certain requirements concerning their establishment and admin- 
istration. First, they must get an authorization of the minister of 
labor. Second, they are to be managed by a committee consisting 
of at least eighteen members, of whom half must be elected by the 
insured workers, six must represent the employers, and two must 
be practicing physicians belonging to a medical union. Third, 
their accounts must be kept in such a way that every risk is 
accounted for separately. Fourth, they must not keep cash above 
the amount necessary to their daily working, and must deposit 
the surplus, either in the Bank of France, or at the State Deposit 
and Consignment Bank. This last institution, owing to the cen- 
tralizing of those funds, receives large sums of money and may 
invest them in purchasing of state securities or in loans to funds 
of social interest (hospitals, sanitariums, purchasing of land, 
building, loans on mortgages). 

Above all those primary, sundry funds is a central or guaranty 
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fund, the resources of which consist of contributions of the pri- 
mary funds, amounting to 5 per cent of their own receipts and 
state subsidies. The aim of this central fund is to co-ordinate, 
unify, and harmonize the working of the primary funds, especially 
by a compensation scheme aimed at balancing their expenses, 
covering eventually their insolvency, and, moreover, to make good 
all the risks outside the normal scope of insurance funds, such as 
securing a minimum invalidity and old-age pension, paying family 
wages and orphan allowances, paying the unemployed workers’ 
contribution, or the contribution of workers earning above 15,000 
or 18,000 francs a year, owing to their family burdens. 

The administrative machinery was originally intrusted to a 
special institution called National Office of Social Insurance; but, 
owing to criticism expressed between the first and second reading 
of the law, this arrangement was dropped; and nowadays the 
task falls to the minister of labor acting in Paris through a special 
division of his ministerial department and, locally, through dis- 
trict officials intrusted with the supervision of private and public 
funds. As to practical, technical, or legal difficulties, which will 
be many at the start, arising from the enforcement of law, they 
will be dealt with by special committees of practitioners, union 
wage-earners, fund managers, officials, according to their nature. 

The National Social Insurance Act has now been in force in 
France for four full years. In 1928 and 1930 it was accepted 
unanimously in both houses in French Parliament. Even now, 
nobody dares to discuss its principles. But all the same, criticism 
is very bitter, specially in political and business circles. 

The opposition to the insurance law comes from employers, 
who find themselves overburdened by this new tax; from tax- 
payers, who feel that state expenses are much higher than they 
were expected to be; and from the agriculturists, who have ob- 
tained many exceptions in their favor. 

At the start, the employers hoped they could transfer to the 
consumers the burden of their own contribution, which amounts 
to 4 per cent of their wage bill. Prices were high. Business was 
prosperous. But in 1930, in the year of the enactment of the law, 
came a great change. Depression began. Employers were bound 
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to keep for themselves a part of their contribution. The practical 
working of the law proved itself very complicated. There were 
all kinds of forms and cards to fill out, all kinds of supervision to 
submit to. They were obliged to engage new clerical staffs, es- 
pecially in large concerns. 

At the beginning it had been said and thought that state con- 
tribution would be rather small. But this reckoned without eco- 
nomic depression, which decreased the resources, at least for 
current expenses, without decreasing the expenses themselves. 
It rather enlarged them, since the unemployed workers’ contribu- 
tion was to be paid by the guaranty fund, so that today the work- 
ing of social insurance tells heavily on the French budget, which 
registers already a deficit of three and a half billion francs, from 
a total of fifty billions. Therefore, certain members proposed 
lately, but unsuccessfully, to suspend temporarily the applica- 
tion of the law. 

Moreover, in order to quiet the agricultural interests, farmers 
and rural workers have been allowed a régime of favor which has 
upset the financial balance of the law. In fact, if the benefits to 
which the small farmers and journeymen are entitled are the same 
as the ones granted to industrial workers, their own and their 
employers’ contributions are reduced to a fourth, and the state 
subsidy makes good the difference. 

Undoubtedly, there is a large element of truth in the criticisms; 
but some mistakes are unavoidable at the start of so great a re- 
form, even when it may profit by the experience of foreign coun- 
tries and recovered parts of national territory. These may be 
removed; at present there are two bills lying before the Parlia- 
ment intended to simplify the administration of the law. Lastly, 
one must never forget that, in such questions, money is not every- 
thing. In a country like France, which has the affliction of a very 
high death and illness rate (even taking into account the average 
age of its population, which circumstance largely accounts for 
that), there is much to do in order to improve public health. To 
that end, it is not enough to create hospitals and homes. Work- 
ers must know that, if they stop work to get proper care, they will 
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not be deprived of their whole daily earnings. They must be as- 
sured that their wives and children will not suffer starvation. 

So, one by one, the various risks to which working people are 
exposed have been dealt with in France. The Social Insurance 
Act is the culmination of a long progress, which goes back as far 
as the Workmen’s Compensation Act of 1890. It is yet too soon to 
measure the effects of the new act on public health. However, if 
these effects are good, as all experience suggests they will be, one 
may hardly question whether the results justify the expense in- 
volved. Human life and health are the most precious of gifts; 
and social progress must give to all men increasing protection of 
these blessings. As John Stuart Mill said, democracy will be real- 
ized more fully when political democracy is supplemented by in- 
dustrial democracy. And social insurance is an important step 


toward that end. 
WILLIAM OUVALID 
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BASES OF STATE TAXATION OF DOMESTIC 
STOCK INSURANCE COMPANIES’ 


E purpose of this paper is not to describe in detail the 
various methods of taxing domestic stock insurance in 
the American states but primarily to appraise certain 

bases used and to arrive at some conclusion as to the most appro- 
priate base for general adoption. A table showing the various 
combinations of bases used in the several states and the District 
of Columbia for life companies is, however, presented below 
(Table I) to indicate at least the great variety of methods of taxa- 
tion of these institutions. 

It will be noted that this table shows only the methods of taxa- 
tion employed for domestic stock life companies. Eleven states 
differentiate between their life companies and their fire and casual- 
ty companies. To complete the survey of combinations, the dif- 
ferences in treatment of these insurers must now be pointed out. 
In Georgia, the fire and casualty companies are not subject to the 
net assets tax but, unlike the life companies, they are subject to 
taxation upon all their personal property. Kentucky does not sub- 
ject her fire and casualty companies to the tax upon capital stock 
but instead taxes them upon their personal property and Ken- 
tucky premiums, and levies upon them also a franchise tax.’ 
Maine exempts her stock fire and casualty companies from the 
premiums and surplus tax but taxes them, instead, on their tan- 
gible personal property. Maryland subjects her fidelity and casu- 
alty companies to a premiums tax which her life and fire companies 
do not pay. Massachusetts substitutes a premiums tax for her fire 
and casualty companies to take the place of the tax upon her life 


* The writer is indebted for technical information to Mr. R. O. Hooker, actuary 
of the Insurance Department of Connecticut, to Mr. E. H. Goodwin, Hartford, Con- 
necticut, and to executives of insurance companies; but they are not responsible for 
any of the opinions and conclusions in this paper. 

2 The stockholders themselves, however, are taxable upon any shares of such 
companies which they may own. Letter from secretary of Kentucky State Tax Com- 
mission, March 24, 1934. 
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TABLE I 


COMBINATIONS OF STATE AND Loca Bases oF TAXATION* APPLICABLE 
To Domestic Stock Lire INSURANCE COMPANIES IN THE 
48 STATES AND THE District OF COLUMBIA, 1933 


Group I. Real property only plus the following 
bases: 
1. Capital stock Connecticut, Kentucky, 
Maryland, Ohio, and 
Pennsylvania 
2. Capital stock and net assets.......... Michigan 
3. Capital stock, net assets, and net income Arkansas 
. Capital stock, money and credits and net 


. Gross investment income 
. Net investment income and premiums.. Idaho 
. Net income and net assets 


California, District of 
Columbia, Minnesota, 
and New York 
. Premiums and surplus 
. Premiums and net assets Georgia, Vermont, and 
Louisiana 
12. Premiums, surplus, and net assets..... New Jersey 
13. Value of policies 


Group II. Real and all personal property plus 
the following bases: 
. Capital stock and premiums 
. Capital stock and net income 
. Net income North Dakota and Oregon 


Colorado, Delaware, 
Nevada, Utah, Wash- 
ington, and Wyoming 
6. Gross income West Virginia 
. No other tax Arizona, Florida, New 
Mexico, and South 
Carolina 


_ *In a few instances some taxes in the combinations are offsets against the others. An example of 
this is in California, where property taxes are allowed as offsets against the state premiums tax. 
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TABLE I—Continued 
Group III. Real and tangible personal property 

plus the following bases: 

1. Capital stock New Hampshire 
2. Capital stock and net assets.......... Illinois 

3. Capital stock and gross income 

4. Capital stock, money and credits, and 

premiums 


South Dakota 
Nebraska, Rhode Island, 
and Virginia 
. Premiums, money and credits, and net 
income 
Group IV. No tax on real or personal property 
plus: 
1. Premiums and net income Mississippi 


companies upon the value of their life policies. Michigan exempts 
her fire and casualty companies from the net assets tax applicable 
to life companies. In Missouri, fire and casualty companies pay a 
premiums tax which does not rest upon life companies. In New 
Jersey, the fire and casualty companies pay a capital stock tax in 
lieu of the taxes upon net assets, premiums, and surplus to which 
life companies are subject. Pennsylvania fire and casualty com- 
panies are subject to a premiums tax from which life companies 
are exempted. Domestic stock fire companies in Vermont are sub- 
ject to a tax upon their surplus to which their life companies are 
not subject. Wisconsin taxes her domestic stock fire companies 
upon premiums, instead of upon gross investment income as in the 
case of her life companies. With the exception of these eleven cases 
of differentiation in treatment of life and other types of insurers, 
the statement of combination of taxes in Table I for life companies 
applies also to fire and casualty companies. 

One word of caution should be given as to the significance of 
this presentation of bases of taxation of domestic insurance com- 
panies. The survey is based upon the terms of the statutes of each 
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state. It is necessary to note, however, that many states provide 
these methods of taxation in their statutes, although at present 
they may have few, if any, domestic companies to which to apply 
the taxes. This is due to the concentration of the American com- 
panies in a few states. For such states as have no domestic com- 
panies, the foregoing presentation of bases is of value only as in- 
dicating legislative opinion as to proper methods of taxation, and 
not as showing revenue importance. Moreover, the practice of 
tax officials may depart considerably from the statutory method 
laid down. The author is not informed as to the extent of such de- 
partures in various states but has pointed out elsewhere one ex- 
ample of such departure in New Jersey.‘ It is also true that in 
some states deductions from the established base permitted either 
by court decisions or by statutory allowances serve to relieve the 
domestic companies from taxation,’ even though the bases have 
been included in the survey above. 

Because of limitations of space, I have omitted from this table 
and survey any mention of certain minor taxes, such as that upon 
net underwriting profits from marine insurance which exists in 7 
states and the District of Columbia in lieu of other than property 


taxes upon such business; fire marshal taxes upon premiums of 
fire insurance companies found in 20 states; fire department taxes 
upon such companies in 3 states; small special taxes upon premi- 
ums for the maintenance of the insurance department in 2 states; 
franchise or privilege taxes, not otherwise classified, in 11 states; 
and taxes upon premiums in certain municipalities. I have also 


3I wish to state that, while this presentation of bases of taxation is made after a 
careful reading of the statutes and from information furnished me by various insur- 
ance associations, errors of interpretation may have crept in. If there be such, I ask 
the indulgence of the reader. 

4 See my article ,“The Taxation of Domestic Stock Insurance Companies in Con- 
necticut,” in Bulletin of National Tax Association, November, 1933, p. 46. 

5 This has been true for a number of years of the life insurance companies in 
Maryland. On the basis of information furnished to me from that state, her life com- 
panies pay substantially no capital stock taxes. In Kansas, also, the stock companies 
were recently reported as escaping the payment of adequate taxes. See Kansas Tax 
Code Commission, 1929, pp. 119-20. Cf. also Report of the Kansas Public Service 
Commission, Tax Department, November 19, 1928, p. 3. 
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excluded the special fees and licenses upon insurance companies 
and their agents imposed both for regulation and revenue pur- 
poses.° 

So far as the chief taxes are concerned, if the bases upon all 
types of companies are taken together, and if taxes upon real and 
personal property and “net assets” are omitted which are gen- 
erally local, the most prevalent bases which are usually state-used, 
and the number of states in which they are found, are as follows: 
capital stock, 15 states; premiums, 30 states; and net income, 11 
states. This paper will, therefore, consider these three bases and 
the gross income base which has not yet been extensively adopted. 


MARKET VALUE OF CAPITAL STOCK 


The first basis to be considered is market value of capital stock 
still in use in important insurance centers like Connecticut and 
Pennsylvania. The weaknesses of this method of corporate taxa- 
tion are well known,’ but they are especially pronounced in the 
case of insurance companies.* One of the difficulties is that insta- 
bility of revenue results because of the fluctuation of market value 
with the booms and declines of the stock market. In Connecticut, 
the revenue from a franchise tax based on market value of shares 
has varied in recent years as follows:® 

1926.... $1,042,186 1930.... $1,962,668 

2087... 079,726 I93I.... 1,498,028 

1928.... 1,293,828 — 786 , 563 

1929.... 1,593,766 
The revenue from the so-called “stockholders’ tax” levied on the 
same base in that state has fluctuated equally widely. Since the 
revenue from this tax on the shares held by residents is distributed 
to the towns, the latter have been the victims and beneficiaries of 

6 The burden of such charges has been increasing through the years, and these 


charges are being vigorously opposed. See Jnsurance Bulletins, Nos. 12, 36, and 38 
of the Insurance Department of the United States Chamber of Commerce. 

7 See, for instance, Seligman, Essays in Taxation, pp. 239-40, and Lutz, Public 
Finance, pp. 470-73. 

8 See my article in the Bulletin of National Tax Association referred to above for 
a full treatment of the Connecticut experience with the capital stock base for insur- 
ance companies. 

9 Biennial Reports of the State Tax Commissioner, 1926-1932. 
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fluctuations of the value of the stock. The effects upon the towns 
of the recent declines in values of insurance and bank shares is 
shown by the following comment by Commissioner Blodgett: 


In 1930, the amount of money received by the treasurer of Hartford from 
the state treasurer on account of the stock tax amounted to $1,870,789.53; 
in 1931, $1,2809,142.14; and, in 1932, $508,075.72. Thus Hartford received 
$1,362,713.85 less in 1932 than in 1930. That the city’s receipts from the 
same source will show a substantial loss in 1933 is very certain.” 


Such instability in revenue, not entirely avoidable by taking an 
average for a period instead of value for a given date, introduces an 
undesirable uncertainty into an already fluctuating revenue in any 
state. 

Taxes based upon market values also do not move in corre- 
spondence with earnings. Without any increase in earnings a com- 
pany may be required to pay higher taxes only because of a bull 
market. The equity of a tax is questionable which fluctuates in 
amount with the speculative activity of the market. 

A further weakness is found in the fact that sale prices are often 
not true indexes of value. Insurance shares are generally not reg- 
istered on the exchanges, and even in the over-the-counter market 
are often not extensively traded in. When they are closely held, 
the small floating supply may lead to erratic prices. Such market 
prices as do exist under these circumstances obviously may not 
measure the value of the entire stock of a given company. 

The most serious difficulty is presented, however, by the ab- 
sence of sale prices for the shares of subsidiary companies where 
shares of both subsidiary and parent company are taxed, as in 
Connecticut. Such shares have no market prices because they are 
never placed on the market, being held in the portfolios of the 
parent companies or of their holding companies. In the case of 
Connecticut, for instance, of the 26 domestic insurance companies 
whose shares were assessed in 1931, 11 were companies whose 
stock, with the exception of directors’ qualifying shares, was held 
by the parent companies or their security companies." Thus, in 


© Biennial Report of the Tax Commissioner of Connecticut for 1931-1932, Pp. 11. 
" See, for the ownership of the shares of the Connecticut companies, the Con- 
necticut Insurance Report for 1931. 
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the case of almost one-half of the Connecticut companies, no 
market values existed. Under such circumstances, the tax author- 
ity can not carry out the mandate of the law and must resort to 
book value, as is done in Connecticut, or to capitalized value of 
earnings, as may be done elsewhere. The extent of intercorporate 
ownership of insurance companies in recent years” thus renders 
impossible the use of market value in many cases. In view of these 
weaknesses the market value of capital stock does not seem ad- 
visable as a modern basis of taxation of these companies. 

A further objection to capital stock taxes such as are imposed 
upon these companies is that they rest upon values dependent 
upon the entire earnings and the entire business done, most of 
which is outside the state. In short, the taxes are not allocated 
and do not take account of the other taxes imposed on the com- 
panies by the states in which business is written." 


BOOK VALUE 


If, however, capital value is to remain the basis in some states, 
what of book value instead of market value as the basis? The 
book value basis is in use in some places, as we have seen, and was 
recommended for Connecticut in 1913,"4 and has been suggested 
there at times since then."® The determination of book value 
(more properly called “liquidation value”) of insurance com- 
panies, however, is not so simple as that of the ordinary corpora- 
tion. The book value of the ordinary concern consists of capital 
and surplus; and, if the accounting is honest and correct, these 
items show the stockholders’ equity. The accounting of insurance 
companies, on the other hand, is distinctive, being controlled by 
reports uniformly required by the State Insurance Departments 


™ See W. H. Woodward, Profits in Insurance Stocks, pp. 35 and 55. 

13 See Report No. 6 of the New Jersey Commission to Investigate County and 
Municipal Expenditures, pp. 223-24, for a criticism of New Jersey taxes on this 
ground. 

"4 Report of the Special Commission on the Taxation of Corporations, p. 143. 

1s It was informally discussed before the Joint Committee on Finance in 1925. A 
bill providing for the use of this basis in the case of unquoted shares was introduced 
in 1929 but not considered. 
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in accordance with forms called “Convention Blanks.’"® These 
reports indicate capital and surplus, but there are other equities 
not revealed. The entire liquidation value of a company requires, 
therefore, the estimation of these unrevealed items involving dif- 
ficult technical problems. 

In the case of fire and casualty companies, the most important 
equity not shown by the book items is in the unearned premium 
reserve. This reserve has been described as “that portion of the 
premium income which is held in trust by fire and casualty in- 
surance companies and is not yet earned owing to the fact that 
the policyholders have not yet received the full term of protection 
for which the premium was collected.’*’ The reserve seems, under 
present practice, to serve two purposes—to cover losses which 
may occur, and to pay back premiums on unelapsed portions of 
policies in the event of cancellation before expiration by company 
or policyholders.** At any rate, since, under state regulation, the 
reserve must be kept on a gross premium basis, more is carried in 
the reserve than is necessary to meet estimated losses. The excess 
is due to the element of expense and profit loaded in the original 
premiums, to be released to the company as the policy contracts 
are run off. The consequence is that a well-managed company has 
a deferred equity in the premium reserve equal to this expense 
and profit element.’® This equity can be realized before expiration 
of policies by reinsuring the business with another company for 
less than the reserve. The liquidation value of a fire or casualty 
company thus consists not only of capital and surplus but also of 
this equity. Therefore, in taxing such companies on a true liqui- 
dating value this estimated equity should be taken into account. 

The difficulty comes in its determination. It is customary 

*© So called because the blanks are agreed upon by the National Convention of 
Insurance Commissioners. 

17 Riegel and Loman, Insurance Principles and Practices, p. 391. 


"8 For references to the purposes of this reserve, see G. F. Michelbacher, Casualty 
Insurance Principles, pp. 256 ff.; Riegel and Loman, Insurance Principles and Prac- 
tices, p. 392; F. E. Wolfe, Principles of Property Insurance, pp. 198-200; W. B. Wie- 
gand, Fire Insurance Accounting, pp. 70-72; James Wyper, “Unearned Premium Re- 
serve,” Hartford Agent, November, 1925. 

*? Riegel and Loman, op. cit., p. 392; and Michelbacher, of. cit., p. 268. 
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among stock brokers to compute this equity at 40 per cent of the 
reserve.” Best’s, a well-known statistical organization, values the 
equity of fire companies uniformly at 40 per cent in the case of 
direct writing and at 35 per cent in the case of reinsurance. In the 
case of casualty and surety companies, this organization calcu- 
lates the equity at a special percentage for each class of business, 
varying from as low as 20 per cent for workman’s compensation to 
as high as 50 per cent for some classes.” Others suggest different 
percentages.” Besides the variation of the equity with the classes 
of business, there is also differentiation between companies doing 
the same class of business, owing to differences in competence of 
management.”’ Thus, it is impossible to fix by statute a common 
percentage to be added to liquidation value which would fit all 
companies and all classes of business, for an average would unduly 
favor some companies and penalize others.*4 Perfection in taxa- 
tion is not attainable; but, in this case, the size of the reserve is too 
large to ignore the inequality in treatment which a common rule 
would entail. Statutory classification would, however, be com- 
plicated and could not take account of variations due to the qual- 
ity of management. If the determination were left to the discre- 
tion of the tax office, undesirable conflicts might arise between the 
tax and the insurance departments of a state, and frequent litiga- 
tion might result over the question of reasonable equity. These 
problems raise serious objection to the adoption of liquidation 
value as a basis of taxation of fire and casualty companies. 

In the case of life companies, also, there is an equity not re- 
vealed by the accounting or shown in capital and surplus. This 
item is the value of the insurance in force. Referring to this item, 
Best’s says: 

2° Woodward, op. cit., pp. 46-47. 

 Best’s Digest of Insurance Stocks, 1931, pp. xiii-xiv. 

2 Michelbacher, of. cit., p. 574, states that the percentage varies from 25 to 35 
per cent, and that the average is 35 per cent for companies carrying multiple lines of 
insurance. 

3 Riegel and Loman, 0 cit., p. 402. 

*4 This is the objection to the proposal of the Special Connecticut Commission in 
1913 that the equity of fire and casualty companies be fixed at one-third of the un- 
earned premiums. 
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The book value of any insurance company (book value means capital and 
surplus) is not the whole value. The insurance in force, from the stockhold- 
er’s standpoint, is the basis of the earning power and it has a real and cash- 
able market value which can be obtained either through continued operation 
of the original company or through reinsurance in some other concern.*s 
The fundamental reason for the existence of an equity in the in- 
surance in force is that the cost of acquisition of new business ex- 
ceeds the first year’s premiums, with the result that these first 
year’s expenses are met out of the earnings of subsequent renewal 
premiums. These expenses, in a sense “prepaid expenses,”’ serve 
to reduce the apparent annual profit. At any one time, there are 
deferred profits to be realized by the company from renewal pre- 
miums. A life company can, therefore, normally sell its insurance 
in force for at least the cost of its acquisition represented by 
agents’ commissions and other expenses.** Because the average 
first-year commission charge amounts to $20 per thousand of in- 
surance, the unreported equity in the insurance in force is cus- 
tomarily taken to be $20 per thousand. It is claimed, however, 
that cost is not a sufficient measure of the equity, since high-pres- 
sure business secured at high cost is not necessarily valuable. It is 
held that many other factors besides cost must be taken into ac- 
count, such as premium rates, rates of lapsation, the mortality ex- 
perience, the reserve basis, the type of policy, and other matters.”’ 
If so, no rule of thumb for valuing the equity will suffice.** More- 
over, the equity, if any, in the participating insurance written by 
some stock companies would have to be worked out separately, 
depending upon the charter and practice in each case.*? Thus, the 
determination of this equity is a highly technical matter on which 

*s Best's, 1931, p. vii. 

* Ibid., pp. vi-vii. 

27 See, for a discussion of the method of valuation of the insurance in force em- 
ployed by one actuary, a pamphlet Valuing a Stock Life Insurance Company by Wil- 
liam Breiby (Spectator Co., 1930). Cf. also Best's, 1931, pp. viii-x. 

8 It is, nevertheless, customary among stock brokers to use either of two rules: 
(1) $20 per thousand for individual insurance and $5 per thousand for group insur- 
ance, or (2) 20 per cent of the legal reserve. See Woodward, op. cit., p. 48. Such 
rule-of-thumb methods are condemned, however, by both Breiby and Best’s. Best’s, 
1931, p. vii, and Breiby, op. cit., p. 3. 

9 Best's, 1931, p. x. 
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experts do not agree, and would be difficult to cover by statutory 
rule. Undoubtedly, also, no tax office would wish to be charged 
with the discretionary power over its determination. Therefore, 
in the present status of insurance accounting, it is clearly unwise 
to include the item in book value of life insurance companies for 
tax purposes. Until that can be done, however, only partial liqui- 
dation values can be made subject to taxation. 

There are other difficulties common to fire, casualty, and life 
companies in the determination of book value. One is that of 
voluntary reserves not required by law. It is customary for com- 
panies to assign a portion of their surplus to designated purposes, 
such as conflagration reserves, mortality reserves, reserves against 
depreciation in securities and against other contingencies. The 
question arises as to what extent, if at all, these reserves aze to 
be counted as real liabilities and not a part of book value.** It is 
evident that, without restrictions, avoidance of taxation would be 
possible through concealment of surplus by excessive voluntary 
reserves. On the other hand, it would be difficult to establish, by 
tax statutes, rules not in insurance law governing such reserves; 
and it would be equally serious to place upon the tax office the re- 
sponsibility of determining in each case. 

The undervaluation by the insurance companies of their hold- 
ings of their subsidiaries and holding companies also requires cor- 
rection of the reported surplus. The values of other securities, 
though not always market figures,* yet, being “convention’”’ val- 
ues determined each year by the National Convention of Insur- 
ance Commissioners, could presumably be accepted.” The shares 
owned of insurance subsidiaries, however, are valued by the par- 

3° Breiby, 0. cit., p. 16, arbitrarily counts as a liability an amount of the volun- 
tary reserves of life companies equal to 2} per cent of the life reserves. Best’s, 1931, 
p. xiii, counts as surplus all voluntary reserves of fire insurance companies. There 
are different views as to the adequacy of legal casualty reserves, but see Michel- 
bacher, op. cit., pp. 240-69 and pp. 574, ff. Best’s includes in book value voluntary 
reserves of casualty companies where “the management believes that the statutory 
basis for computing such reserves is too low.” 

3! J. B. Maclean, Life Insurance, pp. 262-63. See also the valuation basis for 
1931. 


# See the Annual Valuation of Securities, prepared by Poor’s and published by 
the National Convention of Insurance Commissioners. 
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ent companies themselves at very conservative figures—in some 
cases at considerably less than capital and surplus.** For exam- 
ple, a conservative estimate of the liquidation value on December 
31, 1930, of the insurance stocks owned by the Aetna Insurance 
Company through its Mayflower Securities Company was $6,- 
460,000, while the reported value of the holding company was 
$5,100,000.54 Similarly, the liquidation value of insurance stocks 
owned by the Hartford Fire Insurance Company at the end of 
1930 was estimated to be $7,500,000 in excess of the value re- 
ported.** Thus, if liquidation value were adopted for taxation, 
such securities would have to be revalued by the tax office and the 
surplus corrected accordingly. Such revaluation would, in turn, 
involve the revaluation of the portfolios of the security companies 
containing in some cases shares of out-of-state insurance concerns 
and unquoted shares of industrial corporations. This work of re- 
valuation would thus add to the administrative burden involved 
in the determination of liquidation value of parent companies. 

A final matter would be the “non-admitted assets.” These are 
the assets which by state regulation are not allowed to be included 
in the showing of surplus.** Many of these items are contingent 
assets having a commercial value which will, in all probability, be 
realized; but in the interest of conservatism they cannot be cred- 
ited in the regulative accounting.*7 On the other hand, for tax 
purposes liquidation value should take account of these items, but 
the estimation of the portion to include is a heavy responsibility 
for the tax office. 

Such are some of the difficulties, apparent to the layman, in- 
volved in the use of liquidation or book value for the tax base. 
Without doubt, the list is not exhaustive, but those discussed are 
sufficient to make taxation on that base undesirable. If the base 
were confined to the nominal items of capital and surplus, the 


33 Best’s, 1931, p. iv. 

4 Tbid., p. 2. 38 Ibid., p. 69. 

% For a discussion of the nature of these items in the case of life companies, see 
Glover and Wightman, Life Insurance Accounting (mimeographed by Edwards 
Brothers), p. 63, and pp. 96-104. 

37 Best's, 1931, p. vi. 
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problem would be simple; but such a restriction of the thing to be 
taxed would be quite unjustifiable in view of the equities which 
would be untaxed. 


NET INCOME 


Net income is a third basis for consideration. Its adoption, if 
feasible, would have the advantage of bringing insurance com- 
panies into uniformity with business in general in those states 
which have enacted income taxes. Such domestic companies have, 
however, been subjected to a general net income tax so far in only 
a few states. It is significant also that the recent tax reports which 
have considered the matter have been unanimous in opposing the 
extension of the net income tax to insurance companies.** Let us, 
therefore, examine the difficulties involved and the feasibility of 
the net income basis. It will be seen that many of the same diffi- 
culties beset us here as in the case of book value. 

First, as to fire and casualty companies. Net income of such 
companies is derived from underwriting and investment opera- 
tions. Under regulative accounting the results of these two phases 
of the business are shown by the Underwriting and Investment 
Exhibit.° A difficulty arises with the underwriting exhibit. The 


underwriting profit as shown by that exhibit is computed accord- 
ing to the following formula: Compute the earned premiums for 
the year and from these subtract the losses and expenses incurred 
during the year.*® This earned-incurred formula fails, however, to 
reveal the true profit or loss for the year. It will be noted that, 


38 National Industrial Conference Board, The Fiscal Problem in New York State, 
p. 175; Jensen, Survey of Colorado Tax System, p. 149; Report of Joint Legislative 
Committee on Taxation of Iowa, 1930, p. 65; Report No. 6 of the New Jersey Commis- 
sion to Investigate County and Municipal Taxation and Expenditures, p. 221; 
Memorandum No. 13 submitted by Spengler and Feitler to the New York Commis- 
sion for Revision of Tax Laws (1932), p. 7; Report of Tax Revision Commission of 
Utah, 1929, p. 75; Report of North Carolina Tax Commission, 1930, p. 170. 

39 Provided by the “Convention Blank” adopted by the National Convention of 
Insurance Commissioners. 

4° This formula as a basis of computing underwriting profit for rate-making pur- 
poses was agreed to by the Insurance Commissioners and the fire companies. See 
Proceedings of the National Board of Fire Underwriters, 1921, pp. 50-51, and Pro- 
ceedings of the National Convention of Insurance Commissioners, 1922, pp. 20 ff. 
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while the expenses of the year are taken out of the earned premi- 
ums, a portion of these same expenses is taken out before the 
earned premiums are determined. The latter results because 
earned premiums are computed by adding to premiums written 
during the year the unearned premiums at the beginning of the 
year and subtracting the unearned premiums at the end of the 
year. The unearned premiums, as we have seen above, are re- 
served on a gross basis and so contain a pro rata percentage for 
expense (including profit) loading.“ If, therefore, the unearned 
premiums at the end of the year taken out exceed the unearned 
premiums at the beginning of the year put in, more is subtracted 
in expense loading than is added. The year’s expenses are more 
than charged for by the loading in the increase of the reserve. 
Thus, earned premiums are reduced by the expenses of the year 
and also by the percentage of expense involved in the addition to 
the reserve. A double subtraction of some of the expense thus 
takes place by this system of accounting. To obtain the true 
profit attributable to the year, therefore, the reported gain must 
be corrected by the addition of an amount equal to the proper 
percentage of the increase in the reserve corresponding to the pro 
rata loading.* In the case of a decrease in the reserve, a corre- 
sponding subtraction should be made. Only in this way can the 
profit for a given accounting period be shown on the accrued basis. 
The difficulties, however, in the determination of the proper per- 
centage which measures the unrevealed profit and at the same 
time allows for a proper cancellation reserve have already been dis- 
cussed.‘ Here especially would arise the dangers involved in the 
different treatment of premium reserve for purposes of regulation 
by one state department and for tax purposes by another.“ 

# See p. 351 above. 

” Best’s, 1931, pp. v and xv; and Michelbacher, op. cit., pp. 260 ff. 

For an instance of such addition to the reported income to determine profit for 
purposes of rate regulation see the very interesting Order and Opinion of the Vir- 


ginia State Corporation Commission, Fire Insurance Rate Case, No. 3602, 1929, pp. 
62-75 and 116. 


43 See p. 352 above. 


4 See Report of the California Tax Commission, 1929, p. 83, for a comment on this 
type of conflict with reference to life insurance reserves. 
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A further difficulty is presented by the problem of a conflagra- 
gration or catastrophe reserve. There is no legal provision requir- 
ing or limiting reserves for such losses. The excess amounts car- 
ried in the premium reserve now at least provide some funds in 
excess of surplus for meeting such unusual losses. If, however, 
these excess additions to reserve were taxed, the question of per- 
mitting some allowable deduction for addition to a conflagration 
reserve would probably arise. So far, however, no actuarial de- 
termination of the proper reserve has apparently as yet been 
worked out.** Until the accounting is revised to show this item, 
it would be difficult for tax law to recognize what insurance law 
ignores. Moreover, the determination of the deduction for this 
purpose by the discretion of a tax office without supporting book- 
keeping would be inadvisable. 

Thus, the view expressed by some seems unwarranted that the 
application of a uniform business income tax to fire and casualty 
companies involves no difficulties“ or that the computation of the 
income of such companies can be made “in accordance with ordi- 
nary rules.’’47 A tax can, of course, be applied if the base is lim- 
ited and defined in an arbitrary manner, as is done in the case of 
the federal income tax on fire and casualty companies. In this 
case, the basis taken is the Underwriting and Investment Exhibit 
of the Convention Statement, the underwriting income being de- 
fined in the act in accordance with that statement as “premiums 
earned on insurance contracts during the taxable year less losses 
incurred and expenses incurred.’’4* Income returned on this basis 
can, of course, be easily verified by published reports to insurance 
departments; but it is not complete, as we have shown, nor is it 


4s The National Board of Fire Underwriters and the National Convention of In- 
surance Commissioners have gone so far as to state that in rate-making a reasonable 
allowance for conflagration reserve is 3 per cent of the premiums, but they stated 
that this was a tentative figure to be raised or lowered in the future on the basis of 
experience. Proceedings of National Board of Fire Underwriters, 1921, pp. 50-51, and 
Proceedings of the National Convention of Insurance Commissioners, 1922, Pp. 20. 

# Report of New York Special Joint Legislative Committee on Taxation and Re- 
trenchment, 1922, p. 91. 

47 H. B. Spaulding, The Income Tax in Great Britain and the United States, p. 98. 

4 Revenue Act of 1932, Session Laws of 72d Cong., Session 1, chap. 207, S€C. 204. 
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comparable with the income returned by other businesses. Until 
the regulative accounting is revised or the companies can agree 
upon a separate accounting for tax purposes which will show 
the true profit for the accounting period, taxation on the basis of 
total net income does not seem possible for the fire and casualty 
concerns. 

The special marine insurance income tax in effect in certain 
states‘? is another instance of the use of a partial base, not total 
income.’° This tax, based only on underwriting results, and put 
forward to reduce the burden on domestic companies in competi- 
tion with foreign companies, has resulted in marked reduction of 
revenue.” The reports of its operation by the authorities charged 
with its administration are not entirely favorable to it. 

Next, as to life companies. The difficulties of determining net 
income of these companies arise partly from the nature of the 
business and partly from the legal accounting required under state 
regulation. The operations of the business are based upon aver- 
ages and estimates of contingencies extending over periods longer 
than the accounting period of ordinary commercial enterprises.‘ 
It is, thus, difficult to pour the stream of receipts and disburse- 


ments into the mold of the annual income concept. There is, 
therefore, validity in the statement of Spaulding that “practically 
there is no way of determining accurately the profits of a life in- 
surance company until it has ceased business and its affairs have 
been wound up.”’s The accounting differs from that of commercial 
practice in two important respects. One distinguishing feature is 
that the books are kept on a cash basis. A second important char- 


* California, District of Columbia, New Jersey, New York, Oregon, Pennsyl- 
vania, Rhode Island, Washington. 

s° For a typical example of this tax, see the New York law, Consolidated Laws of 
New York, 1930, chap. 30, sec. 169a. 

5* New York Insurance Report (Business of 1923), Part I, p. 11. 

* Ibid., p. 14. Cf. also Memorandum No. 13 submitted to the New York Tax 
Revision Commission, 1932, p. 23. 

53 Interviews with officials. See also Report of the California Tax Commission, 
1929, p. 88. 

‘4 For a comprehensive treatment of life insurance, see Maclean, op. cit. 

$s Spaulding, op. cit., p. 106. 
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acteristic is the absence of a profit and loss statement. Instead of 
this, there is a so-called Gain and Loss Exhibit, which reflects 
changes in surplus, but does not show true income of the year. 
The inadequacies of the exhibit for net income purposes are re- 
vealed by the following characterization: 

It must be remembered that the Gain and Loss Exhibit is in the main an 
actuarial rather than an accounting analysis. Some one has said that in the 
hands of an actuary it is a very effective tool for the analysis of the financial 
operations of a company but that in the hands of any one else it is useless if 
not a dangerous instrument. Some actuaries are willing to go even further 
than this and to state that the exhibit as at present prepared is of no real 
value to any one, the actuaries included. Whatever the merits of the Gain 
and Loss Exhibit may be, it should be borne in mind that it offers great 
opportunities for self-deception and misrepresentation and also for invidious 
comparisons which are wholly unwarranted and misleading.” 


One difficulty in the determination of net income for tax pur- 
poses from this type of accounting would be with the deduction 
for “‘first-year” expenses. The latter are, as we have seen above, 
in the nature of prepaid expenses.** Since they are essentially an 
investment, they should really be charged to assets.s® The ap- 
proved practice, however, of charging them to the income of the 


year incurred, in the case of increasing business, operates to cause 
a fictitious “loading loss.’’ It is customary, in fact, for the pub- 
lished reports of prosperous stock companies to show such 
“‘losses.”” Such losses are fictitious because the surpluses in the 
subsequent renewal premiums will make up for the deficits in the 
first year. It is thus clear that the present treatment of first-year 
expense does not present a true picture of the situation. It would 
be a questionable policy, however, for a tax office or a tax statute 
to prescribe a different expense accounting or to set an arbitrary 
limit upon the allowable deduction for first-year charges. 

Another difficulty is the determination of the proper allowable 
deduction for additions to policy reserve. This reserve is accumu- 
lated out of premiums and interest. The annual addition to re- 
serve depends upon an assumed rate of mortality and an assumed 

© Glover and Wightman, of. cit., pp. 6-10. 

5? [bid., p. 149. 58 See p. 353 above. 

89 Glover and Wightman, op. cit., pp. 45-46. 
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rate of interest. Thus, besides a certain amount from investment 
income, a sum must be set aside from the premiums of the year. 
This latter sum, called “‘net premiums,” must be an amount suffi- 
cient on the assumption of mortality and interest to pay current 
claims of the year and maintain the reserve for future claims.® 
Obviously, if the amounts reserved under the prevailing legal re- 
quirements were correct for modern conditions, there would be no 
problem in allowing as a deduction in each case the legal addition 
to reserve. The trouble is, however, that the legal standards of re- 
serving are extraordinarily conservative. The prevailing standard 
is the American Experience Table at 3 or 3} per cent.* This mor- 
tality table, constructed as early as 1867, does not reflect modern 
mortality experience,®* and, consequently, the legal additions to 
reserve bear no relation either to present mortality or even to the 
basis on which the companies are writing business. In many cases 
the gross premiums charged policyholders are actually less than 
the net premiums which they are legally required to add to the re- 
serve.*4 In some such cases, the companies are compelled to set 
up an additional deficiency reserve equal to the present value of 
the premium shortages over the duration of the premium-paying 
periods.®> The result of present legal standards is indicated by the 
item of “mortality gain” in the Gain and Loss Exhibit, which, like 
loading loss, is fictitious in that it does not reflect actual company 
operations. 

To require for tax purposes, however, a separate reserve basis 
in accordance with a more modern table or to allow deductions 
based upon company experience might be a dangerous step. It 


% Jbid., p. 150. See also, for a discussion of life insurance reserves, Maclean, op. 
cit., pp. 87-146. 

% Although an interest assumption of 4 per cent is used in some states and, in a 
few states, optional reserving is allowed on a basis of a more accurate table, as, for 
instance, in Connecticut and New York. Connecticut General Statutes, 1930, sec. 
4181, and Consolidated Laws of New York, 1930, chap. 30, sec. 84. 

® Gephart, Principles of Insurance, II, 60. 

*3 Maclean, op. cit., pp. 69, 82 and 99. 

% Tbid., p. 123. 

* See, for instance, General Laws of Massachusetts, 1932, chap. 175. sec. 9 (3), 
and Consolidated Laws of New York, 1930, chap. 30, sec. 85. 
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might result in conflicts between the tax department and the in- 
surance department or lead to changes in the management of the 
companies for which the state would not wish to be responsible. 
Thus, it would seem inadvisable to impose a tax upon the total in- 
come of life companies, at least until after revision of the account- 
ing and of the legal reserve standards. 

Aside from the accounting and actuarial difficulties, there is the 
problem of the large investments of the life, fire, and casualty com- 
panies in tax-exempt securities. This is especially serious in the 
case of the life companies. The deduction on the investment side 
of the tax-exempt income from such securities, plus that for inter- 
est necessary to maintain the reserve, combined with deductions 
on the underwriting side for the loading loss in growing businesses 
and for contribution to reserve, in addition to customary deduc- 
tions for other businesses, might practically wipe out taxable in- 
come for these companies. The necessity of allowing the income 
from government securities to go untaxed would, thus, seriously 
jeopardize the state’s revenue from insurance companies. It is 
possible that, by the legal device of a tax upon the franchise ac- 
cording to, or measured by, the income instead of a tax levied di- 
rectly upon the income, the inclusion of tax-exempt income in the 
tax base might prove feasible. Taxes of this character upon tax- 
exempt income have been adopted for certain corporations in 
New York” and for corporations and banks in California. The 
Supreme Court of the United States has upheld the California 
statute, and on the basis of that decision it has recently, by a 
Memorandum Decision, also upheld the New York statute taxing 
net income inclusive of tax-exempt interest.” The position of the 
Court, however, on such indirect taxation of what is otherwise 
tax-exempt has been vacillating. It was generally supposed that 

% See, for emphasis on this point, Report of the California Tax Commission, 1929, 
p. 83, and Report of the New York Commission for Revision of the Tax Laws, 1932, P- 
187. 

67 Laws of New York, 1926, chap. 286. 

8 California Statules, 1929, chap. 13, sec. 6. 

6 The Pacific Company, Lid., v. Johnson, 285 U.S. 480 (1931). 

7° Northern Finance Corporation v. Lynch, Lawyers edition, Advanced Opinions of 
U.S. Supreme Court, 250 (1933). 
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the Macallen Decision” had ruled out franchise taxes on tax-ex- 
empt income; but in the Educational Films,” the Pacific Com- 
pany,’’ and the more recent Northern Finance Corporation deci- 
sions the Court has apparently changed its position.”* There is 
still uncertainty on the part of some as to the ultimate position of 
the Court on this point,’> but these recent decisions seem to the 
layman determining enough to permit a franchise tax upon the 
inclusive income of insurance companies. Suffice it to say that, 
even if the net income base were otherwise satisfactory for life in- 
surance companies, unless the income from government secu- 
rities were taxable, the base would prove inadequate for revenue. 

An illustration of the unsatisfactory character of a total net in- 
come tax for life companies is afforded by the operation of the fed- 
eral tax on such companies adopted in 1909. Under this Act gross 
income included receipts from all sources except tax-exempt in- 
come, and deductions in addition to those granted contracts and 
for net additions to reserve required by law.” The number of 
companies returning no taxable income under this Act was large,”’ 
since presumably the loading from increasing business, combined 
with tax-exempt income and additions to reserve, consumed most 


of the gains. The revenue, at any rate, was quite inadequate; and 
the Act was the cause of constant litigation’* and frequent con- 
gressional amendment”? until replaced in 1921 by a different basis, 
to be discussed below. 

A final difficulty with state taxation of net income of the various 
types of stock insurance companies would be allocation of the in- 
come as between the states of company domicile and those in 


™ 279 U.S. 629 (1929). 

” 282 U.S. 379 (1930). 73 285 U.S. 480 (1931). 

™ Bulletin of National Tax Association, February, 1931, pp. 148-52; ibid., May, 
1932, pp. 237-38. 

8 Ibid., May, 1932, p. 238. Cf. also Memorandum No. 13 submitted to the New 
York Commission for Revision of Tax Laws, 1932, p. 6. 

® Revenue Act of 1909, 36 U.S. Stat. at Large, p. 112. 

7 For instance, for 1920, 152 out of 317 stock and mutual life companies re- 
ported no taxable income. See Statistics of Income for 1920, p. 69. 

1% Sen. Report No. 275, 67th Cong. Sess. 1, p. 20. 

9 Proceedings of the Association of Life Insurance Presidents, 1920, p. 137. 
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which the business is written.*® It would scarcely be practicable 
to require separate accounting by states because of the heavy ac- 
counting and statistical burden which this would impose upon the 
companies, none of which now keep their books to show operating 
results by states. Moreover, such separate accounting might lead 
to juggling of expenses and deductions because of differences in 
tax rates as between the states.** Therefore, some formula for 
arbitrary allocation of net income would have to be adopted. Two 
bases have been suggested—in proportion to premiums or in pro- 
portion to reserves.** It is obvious, however, from what has been 
said above, that while these items may measure gross income they 
may not measure net income, for fire losses, mortality losses, and 
other contingencies may vary from state to state without corre- 
sponding variations in premiums. Undoubtedly, a more complex 
allocation fraction could be worked out which would yield a more 
equitable distribution of the income, but it would increase the 
administrative burden of the tax office. 

The experience of the federal government with a tax upon the 
net investment income for life insurance companies adopted in 
1921 is instructive. By the Act of that year,** gross income was 
limited to include only interest, rents, and dividends, gains from 
sale of assets being excluded. This exclusion of capital gains, as 
the situation stands now, sets life insurance companies apart not 
only from ordinary business but also from other insurance com- 
panies.** This feature of the life insurance tax was probably based 
upon the opinion of insurance executives that such gains, being 
irregular, should not form the basis of estimates of insurance in- 
come and so should not be included for taxation.*S Such inequal- 

8° See among recent studies which mention this difficulty, Report of the California 
Tax Commission, 1929, p. 85; Memorandum No. 13 submitted to the New York Com- 


mission for Revision of Tax Laws, p. 7; Report No. 6 of the New Jersey Commission 
to Investigate County and Municipal Expenditures, p. 221. 


% Report of California Tax Commission, 1929, p. 85. 
82 Thid. 
83 Revenue Act of 1921, 42 U.S. Stat., p. 261. 


84 Stock fire and casualty companies were required to include capital gains in 
their income by the Revenue Act of 1928, 45 U.S. Stat. 844. 


8s Based on interviews. 
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ity in treatment in federal taxation, however, does not seem justi- 
fied, whatever the merits of taxation of capital gains in general.” 

The deductions allowed by the Act were as follows: (1) man- 
agement expenses not to exceed an amount equal to one-fourth 
of 1 per cent of the mean assets of the year, (2) the full amount of 
interest from tax-exempt bonds, (3) any excess over the tax-ex- 
empt interest of an amount equal to 4 per cent of the mean of the 
policy reserves at the beginning and end of the year, and (4) in- 
terest equal to 2 per cent on dividends due policy holders and de- 
ferred for at least five years. The significant feature of these de- 
ductions was (3) the limitation of the allowance of reserve interest 
to an amount less than 4 per cent by the sum of tax-exempt inter- 
est deductible. This plan was intended to avoid excessive reduc- 
tion of taxable income by allowances for both full reserve interest 
and full tax-exempt income. It was upset, however, by the Na- 
tional Life Decision*’ in 1928, on the grounds that it defeated tax 
exemption for government bonds by imposing upon a company 
owning tax-exempt bonds as high a tax as upon another company 
with the same income but without such assets. The result of this 
decision was to allow full deductions for both reserve interest and 
tax-exempt receipts,** which greatly curtailed the yield of the tax. 
After study*®® and hearings,” the Act was amended in 1932 in an 
effort to restore the yield of the former tax. The amended act al- 
lows full deduction for tax-exempt interest but reduces the deduc- 
tion for reserve interest to 33 per cent in cases in which the reserve 
is computed on an assumption rate of less than 4 per cent.” Since 
the reserving is generally done on an assumption of less than the 
latter rate, the deduction has thus been lowered for most of the 


* See the reference to this point in Hearings before the Senate Committee on Fi- 
nance on the Revenue Act of 1932, pp. 321-22. Cf. also below p. 369. 

87 National Life Insurance Company v. U.S., 277 U.S. 508. 

8 Regulations 74 on the Income Tax, 1931, art. 971, p. 263. 

*° See Preliminary Report on Federal Taxation of Life Insurance Companies sub- 
mitted by L. H. Parker to the Joint Committee on Internal Revenue Taxation, 1929. 

%° Hearings before Senate Commitiee on Finance on Revenue Act of 1932, pp. 304- 
335- 


* Revenue Act of 1932, Session Laws, 72d Cong. Sess. 1, chap. 209, sec. 204. 
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business. It remains to be seen whether the new tax will ultimate- 
ly prove satisfactory to the federal authorities. 

The federal experience with the net investment income tax for 
life companies does not recommend it for use by the states. The 
chief argument for the federal method is that it fits the life insur- 
ance companies into the income tax system, creating the sem- 
blance of uniformity without involving the difficulties of under- 
writing income. On the other hand, despite the view of some that 
investment income is the only properly taxable profit element in 
life insurance companies,” analysis seems to show that in Ameri- 
ca, at any rate, a tax base which does not include the results of 
underwriting is partial and inadequate for stock companies. 
Moreover, if any uncertainty remains as to the constitutionality 
of state franchise taxes upon tax-exempt income, there is added 
reason for refusal by the states to use the investment income base 
alone for life companies. 

Thus, the net income basis for state taxation of life, fire, and 
casualty companies seems to be inadvisable because of accounting 
difficulties, actuarial complications, the possible problem of tax- 
free income, difficulties of allocation, and the unhappy experience 
of the federal government in this field. 


GROSS INCOME 


Gross income, then, remains for final consideration as a basis 
of taxation. The tax upon premiums, which, as we have seen 
above, is now the most prevalent in use, is upon partial gross in- 
come. It has been criticized by many” and is, of course, subject 


» “Report of the Committee on Federal Taxation,” Proceedings of the National 
Tax Association, 1919, p. 352; Report of the British Royal Commission on the Income 
Tax, 1920, p. 115; Spaulding, of. cit., pp. 105-10, who takes the position largely on 
practical grounds; E. E. Rhodes, Proceedings of the Association of Life Insurance 
Presidents, 1920, p. 143. 

93 See, for instance, Jmsurance Bulletin No. 12 by the Insurance Advisory Com- 
mittee of the United States Chamber of Commerce; and the “Report of the Special 
Taxation Committee of the National Convention of Insurance Commissions,” Pro- 
ceedings, 1908. See also the following papers presented before the National Tax 
Association: S. S. Huebner, Proceedings, I, pp. 595-604; T. Bradshaw, II, 343-61; 
R. L. Cox, ibid., pp. 363-78; J. W. Noel, III, 111-28; F. L. Hoffman, idid., pp. 149- 
73. 
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to the weakness of any gross receipts tax. If it is not shifted, it 
rests unequally upon the companies; if it is shifted, it falls with 
unequal burden upon the policyholders.** There are other unde- 
sirable features in current premium taxation. The lack of uni- 
formity among the states in the definition of taxable premiums 
sometimes leads to double taxation. Retaliation in rates between 
the states results in unequal burdens between companies. Despite 
these objectionable features it is significant that the tax has 
spread and that many recent special tax commissions have recom- 
mended its continuance.’ Its popularity is undoubtedly due to 
its simplicity and ease of administration, as compared with other 
bases. On these practical grounds there is ample justification for 
a gross income basis for insurance companies, but it is the sugges- 
tion of this paper that the premiums basis should be widened to 
include total gross income. Premiums represent only a portion 
of the gross income, and therefore, the gross investment income 
should also be included in the base. Thus the results of both the 
underwriting and the investment operations would be taxed.” 
Whether the gross income from all sources should be allocated 
between the states is perhaps a debatable question. There should 


be no doubt as to the necessity of allocating to each state for taxa- 
tion the premiums collected by a company within its borders. 
Thus the gross premiums portion of the base would be automati- 
cally allocated to the states in which the business is written—in 
the case of life companies, according to the residence of the policy- 
holders; and, in the case of fire and casualty companies, according 


% No adequate study has been made of the incidence of premiums taxes, but see 
T. S. Adams, “Some Obstacles Which Delay Reform of Insurance Taxation,” Pro- 
ceedings of the Association of Life Insurance Presidents, 1910, pp. 57-68. 

% Final Report of the California Tax Commission, 1929, p. 87; Report of the Iowa 
Joint Legislative Committee on Taxation, 1930, p. 65; Report No. 6 of the New Jersey 
Commission to Investigate County and Municipal Expenditures, p. 224; Report of 
the Tax Revision Commission of North Carolina, 1930, p. 170; Report of the Tax Re- 
vision Commission of Utah, 1929, p. 75; Report of the New York Commission for Re- 
vision of the Tax Laws, 1932, p. 186. 

* The practicability of the inclusion of gross investment income is shown by the 
fact that Connecticut has been successfully enforcing a tax upon gross investment 
income of its domestic mutual companies for fourteen years. See Public Acts of 
Connecticut, 1919, chap. 337. 
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to the situs of the risk or to the place where the contract is written. 
On this basis the portion of the premium volume of the home com- 
panies allocated to the home state would be only the premiums 
written within her confines. 

There is room for difference of opinion, however, as to whether 
the investment income should be allocated. It may be argued that 
the total interest, dividends, and rents received by a company 
should be taxed by the state of company domicile on the ground 
that such income has tax situs at the place of its receipt. In this 
connection it may be noted that both Connecticut and Wisconsin 
tax their mutual life companies on their total investment income 
without allocation. Other states may claim the right to tax such 
income at its source in their borders. It is the opinion of the writer 
that neither view is entirely correct. The claim to allocation of in- 
vestment income of insurance companies might better be made 
on the same grounds as in the case of the underwriting receipts— 
that the investment income arises from the investment of premi- 
ums collected within the borders of the several states. On this 
ground the investment income should be allocated on the basis of 
premiums also. The allocation fraction would thus be the per- 
centage which the premiums from each state form of the total 
premiums of the company in a given year. This premiums basis 
of allocation of the investment income does not take account of 
the portion of the investment receipts which arise from the capital 
of the stockholders, but it would seem to offer an otherwise satis- 
factory method. 

Under the suggested plan of allocation, in the case of domestic 
companies, the combined base for taxation would be: (a) gross 
premiums from business written within the state and (0) the por- 
tion of the investment income equal to the percentage which the 
premiums received within the state formed of the total premiums 
written by the company. If, then, all states should adopt this 
method, another state within which that company should do busi- 
ness would tax it upon a similar base, composed of the premiums 
received within that state plus that state’s proportionate share 
of the investment income. Such allocation would avoid double 
taxation and would more equitably adjust the respective tax 
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claims of the home state and the states where business is carried 
on than do present methods. 

Under this plan gross premiums would be defined according to 
the present prevailing method by a uniform definition in the vari- 
ous states. Gross premiums would be the premiums received less 
return premiums and dividends to policyholders. Reinsurance 
premiums paid from one company to another should be taxed to 
the reinsuring company as the ultimate receiver, and by the state 
where the risks are covered. Gross investment income would con- 
sist of rent, dividends, and interest except that from tax-exempt 
bonds, unless a constitutional franchise tax could be worked out 
which would include such income.*’ The exclusion of such income 
would, however, not prove so serious in the case of the larger gross 
income as in the case of net income. It would probably be prefera- 
ble also to omit capital gains and losses because of desired stabil- 
ity of revenue and also because such trading profits do mot form a 
normal part of the investment operations of insurance companies. 
It is to be noted also that there would be no deduction for reserve 
interest in the determination of gross income of life companies.” 
Any state wishing to do so could, of course, allow a proportionate 
deduction against investment for income derived from sources 
within its borders and already taxed. 

The advantages of this allocated gross income basis as com- 
pared with other methods are obvious. For many states it would 
mean only the addition to the present tax base of the allocated 
portion of investment receipts, and would be easy to inaugurate. 
It avoids the actuarial and accounting difficulties involved in cer- 
tain methods and would be easy of administration. It affords a 
more adequate base than premiums alone or investment income 
alone. It would place foreign and domestic companies on the same 
basis and would avoid excessive taxation of the latter. Since it 

%7 The U.S. Supreme Court has, however, rendered a decision earlier than the 
Macallen case, in which it held that tax-exempt income could not under a privilege 
tax be taxed as a part of gross investment income. Northwestern Mutual Life In- 
surance Company v. Wisconsin, 275 U.S. 136 (1927). 

* There is precedent for not allowing this deduction in the Connecticut tax al- 


ready referred to and in the British income tax on life insurance. See Spaulding, 
Op. cit., p. 107. 
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could also be applied to mutual companies, it would make possible 
uniform treatment of stock and mutual companies. 

One serious obstacle would seem to stand in the way of the in- 
auguration of such a plan of taxation by any state upon non-state 
insurance companies. I refer to the existence of retaliatory laws 
governing the taxation of foreign insurance companies existing in 
most of the states today. Under such retaliatory legislation, if 
state A imposes a tax upon companies doing business in her bor- 
ders and domiciled in state B at a rate higher than B taxes A’s 
companies, B retaliates by charging an additional tax upon A’s 
companies equal to the excess of A’s over B’s taxes upon the same 
business. As long as this retaliatory practice prevails, it will un- 
doubtedly constitute a deterrent to the adoption of the suggested 
plan state by state because of the possibility of additional re- 
taliatory taxes in the interim period before the adoption of the 
uniform allocated gross income base. In order to remove this ob- 
stacle, it would seem wise to launch a movement for uniformity in 
taxation of out-of-state companies without retaliation. 

Whatever the merits of this proposed tax, it is clear from this 
study that ordinary methods of taxation are not suited to insur- 
ance companies. For this reason it is the opinion of the writer 


that, in the development of business taxation in this country, it 
will be necessary—at any rate, for some time to come—to segre- 
gate the insurance business for special treatment. 


K. M. WILLIAMSON 
WESLEYAN UNIVERSITY 
MIDDLETOWN, CONNECTICUT 





EGYPT’S BALANCE OF TRADE 
I 


NE of the most interesting peculiarities of the Egyptian 
economy is the predominating influence of cotton pro- 
duction on the economic welfare of the population. The 

value of the cotton crop represents in a normal year about 45 per 
cent of the total value of agricultural production.’ Practically all 
cotton produced in Egypt is exported. For decades 80 per cent of 
total exports consisted of cotton fiber; and this percentage in- 
creases to about go per cent, if cotton seed, cotton oil, and oil-cake 
are added.? In past years changes in the value of cotton exports 
were the principal cause influencing the value of total exports. 

Statistics show further that changes in the total value of cotton 
exports were closely associated with oscillations in the price of 
Egyptian cotton’ (see Chart I).4 7 

* E. Minost, “Essai sur le revenu agricole de l’Egypte,” L’ Egypte contemporaine 
(Cairo, 1930), p. 538. 
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The figures upon which the tables and charts given in the present paper are based 
are taken from the Annuaire statistique de l’ Egypte, Ministére des Finances, Cairo, 
1909 and following years. 

3 As to the factors determining the price of Egyptian cotton, see C. Bresciani-Tur- 
roni, “Relations entre la récolte et le prix du coton Egyptien,” Egypte contemporaine 
(1930), p. 633, and “Uber die Elastizitit des Verbrauchs igyptischer Baumwolle” 
Weltwirtschaftliches Archiv (1931), p. 46. See also A. Zahra and M. and N. El-Dar- 
wish, A Statistical Study of some of the Factors Affecting the Price of Egyptian Cotton 
(Cairo: Government Press, 1930). 

‘In this chart, as well as in the following charts or tables, cotton exports do not 
include cotton seed. 
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Fluctuations in the price of cotton have not been brought 
about, as one might expect, by variations in the physical volume 
of the Egyptian cotton crop. As some recent statistical inquiries 
have proved, there is but a slight connection between price and 
size of the crop. It is the fluctuations in the prices for American 
cotton which exercise a predominating, though not an exclusive, 
influence on Egyptian prices. It follows that the position of the 
curve of demand for Egyptian cotton depends mainly on the 
American price. When this latter rises, the curve of demand for 
Egyptian cotton shifts to the right; therefore, the Egyptian price 


CHART I 
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will rise too, and the physical volume of exports will expand, 
when the Egyptian crop happens to have been abundant. Figures 
show, indeed, that in many years big crops have been associated, 
not with low prices, but with high prices and high total values. 
We have the opposite series of events, when the American price 
diminishes; namely, lower Egyptian prices, and decreasing total 
values of exports. There are some instances, in which an excep- 
tional increase (or diminution) in the demand for Egyptian cotton 
did not arise from the condition of the American market, but 
from some quite special factor affecting the use of Egyptian cot- 
ton; such was the tire-boom of 1919-20, which resulted in a tre- 
mendous rise in the price of Egyptian cotton; but soon afterward 
prices again fell abruptly. 

Without entering into further details, we may affirm the follow- 
ing conclusion to be abundantly proved by statistics, namely, that 
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the fluctuations in the total value of Egyptian cotton exports 
have been mainly brought about by changes in the schedule sense, 
in the international demand for Egyptian cotton.5 

Now if we look at Egyptian trade statistics we perceive at once 
that changes in exports tend to occasion changes in the same sense 
in imports, with a lag of about one year. A favorable or credit 
balance of trade, brought about in a given year by a temporary 


CHART II 
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increase in cotton exports, is soon followed by an unfavorable or 
debit balance, which is the consequence of expanding imports. 
On the other hand, low total export values soon result in low im- 
port values. In Egypt’s trade balance, exports appear to have\~ 
been the active, and imports the passive factor. This is shown by 
Chart II, where exports of each year are correlated with imports 
of the next year. Of course, it is not to be expected that the lag 
between changes in exports and corresponding changes in imports 
5 The pressure for interest payments on debts incurred abroad has probably 
caused cotton to be exported in greater quantities. In the period 1900-1930 total ex- 
ports (yearly average: 41.7 millions of Egyptian pounds) were on the average higher 
than imports (39.7 millions). But this pressure—as there were no sudden changes in 
the remittances to foreign countries—could not explain the fluctuations in exports. 
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will always be exactly one year. Sometimes exports react more 
quickly on imports. This may explain why in our chart correla- 
tion is apparently lacking in some years. However, exports and 
imports have fluctuated in the same sense, though not to the same 
extent, in 28 out of the 32 years covered by the chart. One of the 
most characteristic examples is afforded by the facts observed 
during the cotton seasons 1919-20 and 1920-21. Owing to the 
quite extraordinary rise in the price of Egyptian cotton, the total 
value of exports increased in 1919-20, in comparison with the pre- 
ceding season, by about 65 millions of Egyptian pounds. This 
was followed by an exceptional expansion of imports, namely, 
from 47.4 million pounds in 1919 to 101.9 millions in 1920. But 
the abrupt decrease in the value of cotton exports, which took 
place during the season 1920-21, caused the value of imports to 
fall again to 55.5 million pounds in 1921. 

It seems to me that this quick response of imports even to quite 
temporary changes in exports deserves attention and needs an ex- 
planation. The economists have described the working of the 
“mechanism of adjustment,” by which the equalization of the 
money values between imports and exports is established. But it 
is not expected that this mechanism will always work even when 
there is but a temporary lack of equilibrium between a country’s 
imports and exports. Mill, when explaining how the equilibrium 
is restored, does not consider, as he expressly observes, “‘a balance 
which has only to be paid once’”* but a permanent situation of the 
international demand for commodities. 


II 


It is necessary to sketch the essentials of Egypt’s monetary 
system. Before the war, Egypt was on a gold standard basis. 
Gold coins circulated freely, together with a small quantity of 
bank notes of the National Bank of Egypt.” Gold entered Egypt 


6 Principles of Political Economy (London: Longmans, Green & Co., 1926), 
p. 620. 

? This quantity rarely exceeded three millions of Egyptian pounds. The National 
Bank of Egypt was founded in 1898. According to Professor Keynes, Egypt was the 
only country in the world where gold was the principal medium of exchange, /ndian 
Currency and Finance (London, 1924), p. 29. 
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in large quantities, in the form of English sovereigns, every year 
during the first months of the cotton season, when cotton export- 
ers or banks financed the cotton crop; and in the succeeding 
months the balance turned the other way, gold being sent abroad 
to pay for the goods imported. Pre-war statistics show that the 
size of gold imports was closely correlated with the value of the 
cotton crop and of cotton exports. 


TABLE I 
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+1.73 +2.6 
+2.79 +5.8 
—1.13 —4.1 
—2.31 +1.5 
+6.35 +7.5 
—5.12 —0.3 
—1.23 —5.4 
+4.01 +2.4 
+4.97 +7.7 
—4.92 =$.5 
+1.05 +1.9 
+1.37 +1.7 














Since the end of 1916, though there has been no formal legal 
provision requiring the central bank of issue to redeem its notes in 
English currency, Egypt has in fact adopted a sterling exchange 
standard. Those wishing to transfer funds to Egypt pay in ster- 
ling at the London Office of the National Bank of Egypt and get 
the equivalent in Egyptian money in Cairo; and conversely, if 
Egyptian bank notes are paid to the National Bank of Egypt in 
Cairo, the equivalent sum in sterling can be disposed of in Lon- 
don, both operations being conducted at, or very close to, the par 
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of exchange,* namely, 97.5 piastres to the pound sterling. It 
should be added that financial transactions connected with Egypt’s 
foreign trade were carried on in past years for the most part 
through London. 

In this way funds are transferred to and from Egypt without 
gold being shipped. Gold imports and exports have been so small 
since 1916 that they quite fall into insignificance. The only 
changes taking place are the selling of foreign securities by the Na- 
tional Bank of Egypt when funds flow out of Egypt, and the pur- 
chasing of foreign securities when funds enter Egypt. According 
to legal provisions, the notes of the National Bank must be cov- 
ered up to 50 per cent by British Treasury Bills (prior to 1916 by 
gold) and for the rest by other securities, which practically are for 
the most part British War Loan bonds. 

The consequence of the working of this monetary machinery is 
that an excess of exports over imports will result in’ an increase of 
the note issue in Egypt, while before the war it resulted in a net 
inflow of gold into Egypt; and that, conversely, an import balance 
will immediately be reflected in a decrease of the amount of notes 
outstanding, while before the war it caused gold to flow out of 
Egypt. Of course, changes in the volume of credit within Egypt 
may also cause the note issue to fluctuate, but they in practice 
have little importance. A credit superstructure does not exist in 
Egypt. The National Bank of Egypt is not a central bank of dis- 
count. We may safely affirm that changes in the note issue are 
mainly due to international payments. 

In turn, the amount of payments made to Egypt from abroad 
is closely dependent upon the value of cotton exports,’ or—which 
is practically almost the same'*—of the cotton crop. It follows 


* Abdel Wahab Pasha has given a more detailed description of the working of 
Egypt’s monetary system in his lecture “Egypt’s Balance of Trade,” The Egyplian 
Gasette (Alexandria, May 28, 1932). See also G. Blanchard, “Du retour de |’Egypte 
a l’étalon d’or,” Egyple contemporaine (1930), p. 417. 

9 On the assets side of Egypt’s balance of payments, exports are by far the most 
important item. For instance, in 1928 other items—which are essentially tourists’ 
payments and Suez Canal Co. expenditure—represented less than 10 per cent of to- 
tal assets. (See Wahab Pasha’s lecture, quoted above). 

t° Statistics show that in the period under consideration export figures generally 
did not differ much from production figures, excepting some particular years as 1915, 
1917, 1919-21, and since 1929. 
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that, as Chart ITI shows, there is a close correlation between the 
value of the cotton crop and of cotton exports (during the respec- 
tive crop years) on the one hand, and changes in the note issue of 
the National Bank (December figures) on the other hand. 


CHART III 
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Let us now trace the successive stages of the process by which 
changes in exports from Egypt are soon reflected in imports. 
Prior to 1913 the circulating medium in Egypt consisted mainly 
of gold. Now it consists almost entirely of National Bank notes 
(besidesa certain amount of small coin). Deposit currency plays but 
a quite unimportant part. It may seem that under such circum- 
stances, as Professor Taussig observes, “‘it is peculiarly difficult to 
trace the concrete working of the forces of international trade” 
because the time required for any measurable effect on prices may 
be long and meanwhile numerous other factors may also come 
into operation." Therefore, we ought not to expect to find in 


™ International Trade (New York, 1927), p. 212. 
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Egypt anything like the sensitiveness of the deposit-using coun- 
tries. 

In the present case, however, we have to take into considera- 
tion the quite peculiar circumstance that fluctuations in’ the 
value of cotton exports very much affect the purchasing power of 
the Egyptian population. Egyptian statistics warrant the con- 
clusion that the value of the cotton crop represents in a normal 
year roughly one-third of the national income. But in ror, for 
instance, this value—allowing 
for the depreciation of the 
pound which took place in that 
year—nearly doubled.” That 
means that the purchasing 
power of the Egyptian people 
increased by about one-third, 
in comparison with a normal 
year. Indeed, the note circu- 
lation rose from December 31, 
, Ig19, to December 31, 1920, 
3 by 45 per cent, namely, from 

Average price of Egyptian cot- 46.0 to 67.3 million pounds. 

ton, in gold One year later, it stood again 

settee Amount of notes in circulation at 40.4 millions. True, this ex- 
Domestic retail prices ji " 

juseebound ample is an exceptional one; 

but the fact remains that, as a 

rule, year-to-year changes in the total amount of notes circulating 

in Egypt and in the money incomes of vast sections of the Egyp- 

tian people have been very substantial, as a consequence of fluctu- 

ations in the value of cotton exports. Such drastic, though tem- 

porary, changes could not fail to affect the internal level of prices. 

Chart IV shows clearly the correlation between prices for 
Egyptian cotton, expressed in gold, note circulation and internal 
level of prices (as indicated by retail prices indices)." 

™ This was the consequence, not of inflation, but of the fact that, as pointed out 
before, the Egyptian pound had been linked with sterling. 

13 In this chart, circulation of 1916 and average cotton price of the crop year 
1916-17 are shown against the year 1917; circulation and cotton prices of 1917 are 
shown against the year 1918 and so on. , 

The retail prices index includes 23 articles of prime necessity. It is the arithmetic 


CHART IV 
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We have been so far able to trace the following sequence of 
events: Egyptian foreign trade being supposed to be in a state of \ 
equilibrium, a temporary increase in the international demand for 
Egyptian cotton will result in an increase in the value of Egyptian 
exports, funds are transferred to Egypt, the note circulation ex- 
pands, domestic prices rise. (The opposite effects will ensue from 
a diminution in the international demand for Egyptian cotton.) 
According to the familiar theory describing the “mechanism of 
adjustment” the rise in domestic prices will cause exports to con- 
tract, and imports to expand. 

Let us test this conclusion first as regards the influence of rising 
domestic prices on exports. Economists have often observed, 
when verifying inductively the theory of international payments, 
that exports of the creditor country tend to diminish, because the 
rising prices of export goods deter foreign purchasers, while, on 
the other hand, the purchasing power of the people of the creditor 
country has increased. In the case of Egypt, however, we must 
remember that cotton fiber, which accounts for 80 per cent of total 
exports, is practically not consumed in Egypt. Therefore, the 
flow of funds to Egypt (in excess of funds transferred abroad 
from Egypt) will have no influence on Egyptian cotton prices. It 
is true that, if the flow of funds continues, cost of production and 
supply prices of cotton will be affected; but we are here examining 
only the effects of a temporary inflow of funds. 

Prices of other export articles will, of course, rise; and this will 
check exports; but the influence on total exports will be slight, 
owing to the small importance of these articles, in comparison 
with that of cotton. 

We may conclude, therefore, that reactions in exports play but 
a small part in the adjustment of Egypt’s trade balance to tem- 
porary changes in the international demand for Egyptian cotton. 

Imports into Egypt may be stimulated in different ways as a 
consequence of funds being transferred thither from abroad, 
namely: (1) the diminution in the absolute prices of foreign goods 
causes the Egyptian demand for them to expand in the “market 
average of four indices given every year in the Annuaire statistique de l’Egypte, 


Ministére des Finances, Cairo (Expenses of workers’ families in Cairo, other govern- 
orates, Low and Upper Egypt). 
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sense’’; (2) in the case of foreign goods competing with similar 
Egyptian goods, their comparative price will diminish—even if 
their absolute price remains unchanged—as a consequence of the 
rise in the domestic prices of the Egyptian goods; therefore, after 
this rise has reached a certain limit, foreign goods will be im- 
ported; (3) the Egyptian demand, in the “schedule sense” for 
many foreign goods will increase, as a consequence of the increase 
in the purchasing power of the Egyptian population. 

As regards case (1) we safely may admit that the absolute 
prices of foreign goods are not influenced by the transfer of funds 
to Egypt. As no gold enters Egypt, no monetary stringency will 
be felt abroad. It is possible, however, that this happened some- 
times before the war, when Egypt was on a gold basis. The heavy 
withdrawals of gold from the Bank of England on Egyptian ac- 
count resulted from time to time in a substantial reduction of the 
reserve and were accompanied by a rise in the Bank rate. 

As regards case (2), the inspection of Egypt’s trade statistics 
shows that only a small part of imports consists of commodities— 
mainly agricultural products—which compete with similar Egyp- 
tian articles. Most of imports are of a kind of goods which Egypt 
does not produce, as, for instance, the greater part of the textiles 
(about 30 per cent of total imports in 1928), machines and metal 
wares (17 per cent), chemical products (8 per cent), coal and tim- 
ber (7 per cent) and so on. Egypt is still an agricultural country 
with little industry. 

It follows that case (3) is the most important. In other words, 
foreign goods are imported—irrespective of price changes, either 
absolute or comparative—merely as a result of the increase in the 
purchasing power of the Egyptian population, consequent upon 
an inflow of foreign funds. 

But at this point we must not forget an argument put forward 
by Professor Viner,'4 which, though it is used by this author in a 
discussion on the effects of foreign loans, applies also to the case 
examined here. According to Professor Viner, “there is no reason 

4 Canada’s Balance of International Indebtedness (Cambridge, 1924), p. 206. It 
should be added that Professor Viner has restated his position somewhat in his 


article: “International Trade Theory,” published in the Encyclopaedia of the Social 
Sciences (see pp. 204 and 206). 
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why the inflow of money from abroad should disturb the propor- 
tions in which the total purchasing power in the borrowing coun- 
try, including that derived from the additional money from 
abroad, is used in buying domestic and foreign commodities. 
Without a disturbance in these proportions the inflow of foreign 
money cannot wholly transform itself into commodities.” 

In my opinion, we must take into account, in the case of 
Egypt, some quite peculiar circumstances. The fellaheen, whose 
standard of living is very low, spend most of their income on arti- 
cles of food, which are mostly produced in Egypt. The other 
goods they consume besides food, for instance, textile articles, are 
mainly imported from abroad,/ Let us suppose that, normally, the 
fellaheen spend 80 per cent 6f their income for food, and 20 per 
cent on other commodities. When their total income increases, 
thanks to the high price of cotton, the additional purchasing pow- 
er will not be distributed in the same proportions as before be- 
tween domestic and foreign commodities. The fellaheen, and 
other sections of the Egyptian population, will augment compara- 
tively more the purchases of these latter. When, on the other 
hand, their total purchasing power diminishes, as a consequence 
of lower cotton prices, they will diminish their purchases of rela- 
tive luxuries more than the purchases of those prime necessaries, 
which are produced on the Egyptian soil. It should be added, in 
this connection, that the fellah is endowed with a surprising ca- 
pacity to adapt himself quickly to changes in his economic condi- 
tion; so that he will easily give up, in periods of depression, the 
consumption of relative luxuries, to which he had turned in pros- 
perous years. 

Of course, there are no theoretic grounds’ on which we ought 
to expect that additional imports will exactly equal the volume of 
new purchasing power. But, in the concrete case of Egypt, an 
inflow or outflow of funds brings quick response in the Egyptian 
demand for foreign commodities, because the proportions in 
which large sections of the Egyptian people buy the two classes of 

*s As Professor Viner writes, “Without gold movements and change in price levels 
there is no visible mechanism whereby increased purchases by the borrowers of for- 


eign commodities, and of those domestic commodities which otherwise would be ex- 
ported, will exactly equal the volume of the borrowings,” op. cit., p. 205. 
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articles, domestic and foreign, vary very much when their income 
alters. 

To sum up: the fluctuations in the value of the Egyptian cotton 
crop exercise a great influence on the size of the income of the 
Egyptian people. The first effect of the increase in the farmers’ 
purchasing power is that more money is spent within Egypt. The 
farmer will buy more and better food and, perhaps, indulge also 
in some extravagant expenses, for instance, for marriage feasts. 
He will buy more fertilizer and new agricultural machines, and 
meet without difficulty his obligations on account of taxes or an- 
nuities; moreover, he will pay his debts, attempt to get more land, 
even at high prices, or buy himself out of conscription.” Some 
money will be put into the savings banks, whose deposits, as sta- 
tistical records show, increase in prosperous years. A character- 
istic index is afforded also by third-class travel. As Chart VI 
shows, the number of third-class travelers varies with the value 
of the cotton crop."’ A large part of the increased value of the 
cotton crop goes to the landlords in the form of rent. These 
classes, endowed with refined tastes, will substantially augment 
their purchases of many kinds of consumers’ goods, order new 
houses or villas to be built, and perhaps buy Egyptian stocks and 
bonds, whose prices, indeed, show a clear tendency to vary with 
the price of cotton. 

As most of the consumers’ or producers’ goods, which are 
bought in larger quantities when the income of the Egyptian peo- 
ple increases, are of foreign origin, many of the expenses alluded 
to above immediately give a strong impulse to imports from 
abroad. In many cases foreign goods are imported in the form of 
finished articles (for instance, textile articles and agricultural ma- 
chines); in other cases the finished articles are manufactured in 
Egypt and the increase in domestic consumption stimulates the 
import of foreign raw materials. Cigarettes, for instance, are 

© L. A. Hugh-Jones ““The Economic Condition of the Fellaheen,” Egypte contem- 


poraine (Cairo, 1929), p. 407, shows that the revenue from fees due for exemption 
from military service is higher in the years when the value of the cotton crop in- 
creases. 

«7 I have taken the figures of third-class travelers from Krichewsky’s paper, “Les 
barométres de la civilization égyptienne,” Egypte contemporaine (1930), p. 619. 
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manufactured in Egypt; but no tobacco is grown in this country. 
The impulse given to the building activity in Egypt results in new 
imports of timber, steel and many other articles of foreign origin. 
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In some other cases the expansion of imports will be a more in- 
direct consequence of more goods and services being demanded on 
the domestic market. For instance, the increase of receipts from 
the passenger traffic enables the railway administration to import 
more materials from abroad. The government will, in prosperous 
years in which revenue increases, push the execution of vast irriga- 
tion or drainage works. 

As an example of these influences on imports I have chosen tex- 
tile goods, tobacco, and agricultural machines. The correlation 
between changes in the imports of these goods and changes in the 
value of the cotton crop is shown by Charts V and VI."* 

The promptness with which the Egyptian demand for foreign 
goods shifts as a result of changes in the international demand for 
Egyptian cotton explains why, as experience shows, Egypt’s trade 
balance quickly returns to a state of equilibrium even after a 
serious disturbance. In the last few years the demand for Egyp- 
tian cotton has sharply diminished, and the consequence was an 
unprecedented decline in prices. The value of exports decreased 
from 52.2 million pounds in 1929 to 27.9 millions in 1931. The 
prices for Egyptian cotton declined much more than those of im- 
ported goods. In spite of that, the value of imports fell from 56.3 
million pounds in 1929 to 31.5 millions in 1931, so that the excess 
of imports over exports was smaller in 1931 than in 1929. This 
sensitiveness of imports to changes in exports, which is a charac- 
teristic feature of Egypt’s economic structure, may also become an 
important factor contributing to the stability of the Egyptian 
currency, if Egypt should in the future adopt an independent 


standard. 
C. BRESCIANI-TURRONI 
Giza (Carro) 
Facutty or Law 


*8 In these charts the value of the crop in 1916 is shown against the year 1917, the 
crop of 1917 is shown against the year 1918, and so on. (Crop-year: from Septem- 
ber 1 to August 31). 





THE FRENCH SOLUTION FOR THE 
RAILWAY PROBLEM 


N A previous article’ analyzing the rate clauses of the post-war 
| railway legislation in France, attention was drawn to the lack of 
action on the part of the state in the face of rapidly mounting 
railway deficits. It was pointed out that the Convention of 1921, which 
established a new financial and administrative régime, had broken 
down under the weight of depression deficits, and that revision was es- 
sential if the credit of the state and of the railways was to be preserved.* 
Since its appearance, new legislation has been passed to deal with the 
railway problem, providing the raison d’éire for this additional note. 
At the end of 1932 the cumulated deficit of the seven large railway 
systems amounted to Fr. 9,750 millions, including Fr. 1,789 millions 
for 1930, Fr. 3,025 millions for 1931, and Fr. 4,000 millions for 1932. 
According to the Convention of 1921, these deficits in the common 
fund were to be covered temporarily by state advances, to be made up 
by subsequent rate increases. The latter have been impossible in the 
face of depression conditions, and the state has consequently borne the 
whole burden, borrowing the necessary amounts on long-term credit. 
This capitalization of annual losses has piled up a huge burden of debt 
requiring an annual charge of Fr. 500 millions. Like the “rule of rate- 
making” in our Transportation Act of 1920, the Convention was de- 
signed to fit relatively stable conditions, but has proved inapplicable 


* “Railway Rates and Rate-making in France since 1921,” Journal of Political 
Economy, June, 1933, pp. 289-333- 

* The principles and operation of the Convention of 1921, setting up the new rela- 
tionship between the state and the large railway companies, were fully described in 
the first article. In brief, the companies were to be tied together (1) administrative- 
ly, through a Superior Railway Council representing the companies, their employees, 
and the public, and a Railway Managing Committee of twenty-one members, three 
from each of the seven large systems, to deal with questions of interest to all the 
companies; (2) financially, through a common fund into which the surpluses of the 
companies (over and above a fixed dividend rate on the capital stock) were to be 
paid and from which funds to cover deficits, if any, were to be drawn. If the fund 
were in the red, rates were to be raised; if it had a surplus, they were to be lowered. 

Thus the same idea of automatic rate-making embodied in the British and Ameri- 
can post-war railway legislation was adopted in France, where it has proved equally 
inapplicable. 

385 





386 HERBERT E. DOUGALL 


in the face of prolonged depression and increasing competition of road 
and rail. 

While the general economic situation, motor competition, and par- 
tial mismanagement account to a large extent for the alarming increase 
in railway deficits during the last four years,’ the situation has brought 
to light grave errors in the Convention itself, which were fully dis- 
cussed in the previous article and need not be repeated here. Parlia- 
ment, however, saw fit to let the railway problem drift along, and it 
was not until the middle of 1932 that steps were taken which finally 
resulted in the new legislation of July, 1933. In the following pages the 
steps leading up to this legislation, the changes it involves, and its pos- 
sible future significance will be briefly discussed. 

Previous to the passing of the new railway act in July, 1933, three 
other solutions had been offered for the railway problem, all of which 
influenced the final measure considerably. These can be summarized 
briefly : 

1. Socialist solution —M. Jules Moch, spokesman for the Socialist 
group in the Chambre, has ardently sponsored the cause of railway na- 
tionalization, and succeeded in having his first bill accepted by the 
Committee on Public Works in January, 1932. This bill was not given 
serious attention by Parliament, but M. Moch continued his attack on 
the private companies. In his report on the budget for 1933 he took an- 
other occasion to put his case for nationalization, and proposed a second 
bill in March, 1933,4 which had an indirect influence on the final solu- 


3 The relative importance of these three factors may be summarized as follows: 
(1) From 1930 to 1932 there was a decrease of 23 per cent in gross revenues (from 
Fr. 15.8 millions to Fr. 12.2 millions), which was only partially offset by a decrease 
in operating expenses of 11 per cent (from Fr, 13.9 millions to Fr. 12.6 millions). (2) 
Motor vehicles, unhampered by regulation and heavy taxes, and specializing in the 
hauling of goods and passengers in the higher-rate brackets, have made great inroads 
on railway traffic, estimated at from Fr. goo millions to Fr. 1,000 millions per year. 
Vehicles contribute about Fr. 3,400 millions per year to the state (local and national) 
and cost the state about Fr. 4,400 millions. The railways, on the other hand, con- 
tribute Fr. 3,000 millions in taxes and services (before 1933) and cost the state about 
Fr. 500 millions per year. (3) Much criticism, particularly on the part of Socialist 
deputies in the Chambre, has been directed toward railway management, particu- 
larly in its extravagant investment in equipment and unnecessary construction, the 
high cost of loans, and the abuse of special-rate privileges. It is difficult to evaluate 
the merit of these criticisms. They are elaborated at great length in the argument 
supporting the two bills for nationalization. 


4 Journal officiel (Doc. parl. [Chambre], 1933), No. 1885. 
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tion accepted by Parliament and the companies. The Socialist argu- 
ment, briefly, is that the railway crisis is just a part of the general cap- 
italistic breakdown and that the system of concession to private com- 
panies represents exploitation of public and private property at the ex- 
pense of the railway user and the taxpayer, chiefly through the interre- 
lations of the railway managements and industry, and of the railway 
companies and their subsidiaries and affiliates. The Socialist presump- 
tion is, that through centralization, and curtailing of waste and man- 
agerial abuses, national operation would be more economical and effi- 
cient than private operation.s In the light of the experience of the rail- 
ways with regard to personnel expense (dictated to them by Parlia- 
ment), this latter opinion has doubtful me~ .; on the other hand, given 
good management (such as that of M. Dautry, director of the state 
system), state railways might overcome the disadvantages of bureau- 
cracy. 

In justifying the breaking of the contracts of concession which na- 
tionalization would involve, M. Moch invokes the supreme importance 
of l’utilité publique, which, he feels, is above contract as far as the public 
services are concerned.° 

2. Government solution in 1932.—The government’s solution in 1932 
was directed toward the removal of some of the faults of the Conven- 
tion of 1921, and at the same time toward achieving the supposed econ- 
omies of combined operation. Since Parliament was apparently un- 
willing to take sides or to impose upon any of the groups concerned the 
sacrifices which any solution would involve, M. Daladier, then minister 
of public works, decided upon direct negotiation with the railway com- 
panies. In his dispatches of July 19 and September 11, 1932, and in his 
exposé before the Commission on Public Works on October 26, he ex- 
tracted from M. Moch’s proposition as much as he could while accept- 
ing the sanctity of the companies’ contracts of concession, and sug- 
gested that the solution should include elimination of the weaknesses of 
the concession and of some of the managerial abuses of credit, pur- 
chasing, and subsidiary operation. His method involved a consolida- 


5 Professor Francois Perroux has admirably summarized the Socialist arguments 
(with which he disagrees) in ‘La crise des chemins de fer francais,” Revue économique 
internationale, September, 1933. 

® For the Socialist argument that the state is above contracts, see the excerpt from 
the second bill for nationalization in Revue de science et de législation financiéres, 
July-August-September, 1933, pp. 487-505. 
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tion of all the railway companies into one large unit, under a new con- 
tract, with reinforced state control, economies of large-scale operation, 
regrouping of service, and a systematic co-ordination of rail and high- 
way transportation under the direction of a Superior Communications 
Council.’ 

This proposition was viewed with alarm not only by the railway 
companies but by business and agricultural interests (which feared re- 
sulting bureaucracy and inefficiency), and by the legal experts on the 
cabinet who doubted the possibility of consolidation by government 
decree.® 

3. The solution offered by the railways themselves —The companies 
met M. Daladier’s proposition of consolidation with a counter-proposal 
of their own on October 17.° They offered their customary complaint, 
that the Convention of 1921 was legally and financially sound, but that 
it had not been applied (i.e., rates had not been raised when they might 
have been), and attempted to explain the railway crisis in terms of low 
rates, high taxes, government inactivity, etc.’® Their specific proposals 
may be summarized as follows: 


1. Financial 

a) Increase of passenger fares to five times pre-war 

b) Reduction of tax on passenger fares to 12 per cent (from 32 per cent) 

c) Revision downward of railway wages 

d) Payment by the state for railway services rendered it, at fair rates 

e) Decrease in operating expenses resulting from improved operation 

. Administrative 

a) Acentral committee to oversee all railway construction and purchases, 
under the direction of a government commissioner 

b) A government representative to sit on each of the companies’ Boards of 
Directors 


7 For the best single account of the government’s proposition see Francois Per- 
roux, “Les chemins de fer et autres modes de transport,” Revue d’économie politique, 
May-June, 1933. 

* The suggestion for a co-ordinating body by M. Daladier is in line with the 
federal co-ordinator of transportation plan as established in the United States by 
the act of June 16, 1933. 

The doubts as to the constitutionality of wholesale forced consolidation in France 
have been echoed in the United States in arguments here on the consolidation pro- 
gram as begun by the Transportation Act of 1920. 

9 See Chronique des transports, December 10, 1932. 

t° A good summary of the companies’ proposals is to be found in Perroux, op. cit., 
pp. 1126-27, and in Revue politique et parliamentaire (unsigned), July, 1933, PP- 
25-27. 
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3. Operating 

a) More freedom of rate-making, under the direction of a rate tribunal 
rather than the Ministry of Public Works 

b) Co-operation between neighboring lines and a regrouping of facilities 
under the Railway Managing Committee, on which a government 
commissioner was to sit 
Rational division of traffic between road and rail; formation of a na- 
tional door-to-door transport company (to include the railways’ motor 
subsidiaries) 
Freedom from the ninety-year restrictions of the concessions with re- 
spect to number of trains, etc., and substitution of motor and rail car 
for steam service where feasible. 


The railway companies asked much on this proposal, and offered lit- 
tle, except a willingness to submit to closer regulation in return for 
greater operating flexibility and increased net earnings. Many of their 
suggestions were incorporated into the final solution. 

With a change of government in the spring of 1933 came a more logi- 
cal method of working out the final solution than this one of trading 
counter-proposals. The new minister of finance, M. Georges Bonnet, 
appointed a commission to investigate just what power Parliament had 
in the way of forcing a new régime on the companies. M. Bonnet made 
known the tendency of his solution (i.e., increased government control), 
and it gradually grew in favor over the Socialist proposal for nationali- 
zation and the previous government’s idea of consolidation. In the 
Senate debate particularly the next minister of public works, M. Paga- 
non, succeeded in getting a unanimity of opinion that amalgamation, 
nationalization, and such propositions were likely to take too much 
time, and that their results were unpredictable. The Paganon bill, a 
practical solution designed to meet the current situation, was finally 
passed by the Chambre on July 7 (M. Moch’s second bill for nationali- 
zation was rejected on the same night) and by the Senate on July 8." 

Like the legislation of 1921, the new railway act is composed of two 
parts: (1) the law proper, which approves the amendments to the Con- 
vention of 1921 between the state and the companies, and deals direct- 

“Loi tendant 4 adopter aux necessités actuelles, dans l’order technique et 
économique, le régime des grands réseaux des chemins de fer d’intérét général,” 
Journal officiel (lois et decrées), July 23, 1933, p. 7670. (A copy of the bill and the 
amendments to the Convention of 1921 is to be found in Revue de science et de législa- 
tion financiéres, July-August-September, 1933, pp. 471-79.) Professor Colson, vet- 
eran railway student, gives an admirable summary of the new legislation in “Revue 
de questions des transports,” Revue politique et parliamentaire, September, 1933, pp. 
575-78. 
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ly with matters requiring definite parliamentary action; (2) the amend- 
ments to the Convention of 1921. The features of the two parts will be 
grouped together in the following summary: 


1. Greater flexibility of operation and rate-making.—The Law [Art. 2] author- 
izes the government to modify, by Cabinet decrees, matters which hither- 
to have required legislative sanction,” including requirements for a mini- 
mum number of trains, operations of auxiliary equipment, static rate- 
making rules and procedure, etc. 

. Reinforcement of state control {amendment to Convention, arts. 1, 2, 3] 

a) Two representatives of the state are to become members of the Board 
of Directors of each private company, with powers equal to those of 
any other member except on matters dealing with the purely private 
(as contrasted with the public service) property of the company. The 
Railway Managing Committee is also augmented by one of these new 
members from each of the five private companies. 

These measures give the state a permanent and direct voice in the 
operations of the private companies, and were apparently necessary in 
order to gain the approval of the Socialist group for the bill. 

A purchasing commission [Commission des marchés, Amendment to 
Convention, art. 4] is set up to oversee and co-ordinate all railway pur- 
chases of equipment, new construction, etc. This was the result of the 
Socialist and former government’s complaint of mismanagement. 

. New financial relations between the state and the companies [Amendment, 

arts. 5, 6, 7] 

a) Change in the calculation of the premium set up by the Convention of 
1921. The premium to stockholders to encourage good management is 
now to be equal to that paid to the employees. The premium is to be 
calculated not only on the basis of changes in gross revenues, and in the 
operating ratio, but on savings in capital charges as well.“ 

This change should give an impetus to economical operation and 
increased business; the companies will have something to lose as well 
as to gain by results. 


3 Matters included in the cahier des churges (annexed to the contracts of conces- 
sion and stipulating details of operation) in early laws and in the original conven- 
tions. The delegating of control over such matters by the legislature to the execu- 
tive should make for greater flexibility and adaptability to new conditions. 

13 The legal right of the state to administer the private railway companies, with- 
out owning them, follows from the idea of service publique as found in France. 

14 For the details of calculation of the premium see the Revue de science et de 
législation financiére, July-August-September, 1933, pp. 451-53. It is estimated that 
the premiums received by shareholders of the railway companies would have been, 
e.g., Fr. 126 millions in 1926 and Fr. 38 millions in 1932, if calculated by the new 
formula, instead of the actual Fr. 52 millions and Fr. 9 millions respectively. 
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b) Reduction of the passenger fare tax to 12 per cent (from 32 per cent) 
and an equivalent increase in the fare itself [Law, art. 3]. 

This involves a sacrifice by the state of about Fr. 470 millions per 
year. The companies have been urging this change for some years. 

c) Reduction in the value of railway rolling stock, equipment, materials, 
in case the state repurchases the companies’ property at the end of the 
concessions. 

. Revision of territory and partial grouping of railway lines [Amendment, 

art. 8] 

a) The Paris-Orléans Company and the Midi Company are merged for 
operating purposes, on terms submitted by the two companies. [The 
two companies retain their legal and financial identity.] 

b) The Paris-Orléans Company gives up its lines in Brittany to the state 
system. This will eliminate much undesirable competition and duplica- 
tion. 

. Personnel 

a) Increase in the premium to the personnel [Amendment, art. 5]. 

b) Reintegration of former employees dismissed as a result of the 1920 
strikes (by special agreement between the companies and the state). 

This was a concession to the Socialist bloc in order to get some ac- 
tion on the railway problems before the summer adjournment of the 
Chambre. 


The new act and the modifications of the Convention of 1921 carry 
out many of the suggestions of the railway companies as outlined above, 
although their suggestions as to decreased wages and increased pay- 
ment for services rendered the state were not included and the person- 
nel provisions were added, largely as a method of obtaining the neces- 
sary Socialist votes. 

The new régime should make for greater flexibility in railway opera- 
tions, and for more encouragement to efficient and economical opera- 
tion. Nothing definite was done, however, about the problem of road 
and rail competition. This appears to be the outstanding omission. 
The opportunity for a real contribution toward the needed co-ordina- 
tion of transportation facilities was not seized. It is to be regretted that 
this feature of the 1932 government’s and railways’ programs was not 
included. Nor was the basic principle of automatic rate-making 


*s In April, 1934, M. Flandin, Minister of Public Works, announced government 
decrees designed to effect economies through co-ordination and other means. The 
essentials of the plan are as follows: 

1. Reduction of wages of railway employees of from 5 to 10% and elimination 

of 60,000 from the pay-rolls. 


[Footnote continued on following page] 
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amended, although it has clearly failed during the last four or five 
years. 

Interesting and significant parallels between the French program 
and the recovery program in the United States are: (1) increase in co- 
ordination of facilities of railway companies under state direction and 
impetus toward railway consolidation; (2) increased financial support 
by the state, offset by an increased degree of state control; (3) tendency 
to sponsor more flexibility in railway rate-making as an excuse to let 
the larger problems of transport competition and co-ordination remain 
unsolved. 

The signs all point toward nationalization of railways in France. 
The state will not continue to bear the financial burden, on the one 
hand, and be content with partial administrative control, on the other. 
Apparently only an increase in revenues will preserve the vestiges of 
private ownership which still remain." There are many (including Co- 
ordinator Eastman, judging from his first report)'? who see the same 


future for the American companies. 
HERBERT E. DoOUGALL 
NORTHWESTERN UNIVERSITY 


2. Reductions in employee pensions. 

3. Substitution of motor for rail facilities wherever possible, through agreements 
between the railway companies and the regional motor companies, supervised 
by the Ministry of Public Works. 


% Unofficial figures recently appearing in French economic sources indicate that 
the combined deficit of the seven large railway systems for the year 1933 amounted 
to Fr. 4400 millions, the greatest deficit on record. 


" Report of the Federal Co-ordinator of Transportation, Senate Doc. 119 (73d 
Cong., 2d sess.; submitted January 20, 1934). 














BOOK REVIEWS 


Modern Industrial Organization: An Economic Interpretation. By 
HERBERT VON BECKERATH; translated by RoBINSON NEWCOMB AND 
FRANZISKA Kress. New York: McGraw-Hill Book Co., Inc., 1933. 
Pp. xiii+385. $4.00. : 

A better time could scarcely have been chosen to publish Professor 
von Beckerath’s study. His meticulous massing of detail and his trans- 
lator’s care to preserve his ponderous German style will give him no 
popular audience; but economists will find his work both a noteworthy 
contribution to the theory of industrial planning and an unintended 
but stimulating commentary upon the policy of the National Industrial 
Recovery Act. 

The book’s subjects are modern technology, business organization, 
and industrial policy. Its thesis is that the technical requirements of 
modern industry come often into conflict with the demands of the 
market, and that the conflict may be partially adjusted by combines 
and cartels under government supervision. Of course the bald thesis 
is not new; but it is worked out by an elaborate comparison of recent 
industrial developments in Germany, England, France, and the United 
States, which provides it with an unusual empirical basis. The point 
of view, too, is novel in its emphasis upon the structure of enterprises 
and markets rather than pecuniary relationships. 

The technology of large industry is held to require complete and 
regular utilization of plant, orderly growth in size, and hence in many 
cases integration or combination of several plants into one enterprise. 
There is an extensive discussion of the significance of the nature of the 
product, the availability of capital, and the nature of technical proc- 
esses as factors differentiating the optimum structure of enterprise in 
different industries. But in most industries, it is held, fluctuations of 
the market and susceptibility to pressure from semi-monopolistic con- 
cerns on the other side of the market prevent the structure of enter- 
prise from adequately expressing its technical needs. Moreover, gen- 
eral economic conditions, such as shortages of credit or high-wage poli- 
cies, vary in their incidence upon various industries, and thus create 
areas of industria] hardship. Industry seeks to “eliminate collisions be- 
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tween plant and market requirements” partly by controlling demand 
through sales effort and partly by organization in cartels and mergers. 
To Professor von Beckerath, the merger, although probably an effec- 
tive agent for the accomplishment of its industrial purposes, is unfor- 
tunate in its cultural effects: impersonal relations with employees, 
inflexibility, and occasional exploitation of other enterprises, consum- 
ers, or outside stockholders. In the cartel he sees the development of a 
rational organization of industry which can retain enough competition 
to safeguard the public and to enforce efficient management. Govern- 
mental policy must guide and support such capitalist combinations, 
restraining their excesses, but never endeavoring either to prevent the 
rationalization or to direct it away from the profit motive and the 
competitive guaranty of efficiency. 

As one of those theorists who substitute the short for the long run 
and the current pattern of enterprises and markets for classifically per- 
fect competition, Professor von Beckerath is interesting for his method 
as well as his materials. Each market, product, nation, is to him a new 
environment, whose character must be investigated, and whose pecu- 
liarities vary the result of any broad economic development. Thus his 
theories should logically become generalizations about observed be- 
havior, fewer in number and less closely applicable as their scope broad- 
ens. His theories of the relation of mergers to price changes, the effect 
of the duration of cartels upon their stabilizing influence, the effect of 
price changes upon mechanization—subjects at the center of his atten- 
tion—have just this character. 

But judgments of policy cannot be made upon so limited a basis. In 
the effort to go from description to appraisal, the book falls into incon- 
sistency and confusion. Although it describes a world of sales effort, 
partial monopoly, “irrational” action, credit control, and conflict of 
interest, it appraises policies in the light of beliefs that supply and de- 
mand regulate price (p. 361), competition proceeds on a basis of qual- 
ity and price (pp. 178, 358), productivity governs wages (p. 142), en- 
trepreneurs are selected for industrial efficiency (p. 361), and labor dis- 
placed in cities readily finds other occupation (p. 128). With equilib- 
rium economics thus smuggled into a short-run account of imperfect 
competition, the author is ready for such appraisals as these: A tax on 
turnover “has the advantage that it little disturbs the organization of 
the productive factors as determined by the automatism of the market 
-...” (p. 318). High taxes mean “diminution of productivity and 
capital accumulation,” even if they are spent to aid industry (p. 314). 
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Corporate reinvestment of surplus earnings is inconsistent with good 
economic distribution of new capital, because it prevents allocation of 
this capital according to the investor’s anticipations of relative gain 
(pp. 68-70, 77, 360). 

A second weakness lies in the confusion of pecuniary and non- 
pecuniary concepts, particularly in the discussion of capital. Rapid 
improvement in industrial processes, it is held, decreases the supply of 
capital because of the depreciation of existing equipment owned by 
others in the market (pp. 84-85). Concentrating production in the 
most efficient plants of an industry would do the same thing (pp. 186- 
87). In each of these cases no evidence is offered that the pecuniary 
gains to the beneficiaries are less than the pecuniary losses to the suffer- 
ers. Yet if the concept is not pecuniary, the author is in the peculiar 
position of saying that more equipment and more product, by weight 
and tale, imply less physical capital. A similar confusion in discussing 
inflation (p. 188) leads to the conclusion that the rapid construction of 
plant and its use to capacity during inflation represent, not merely a 
derangement of pecuniary values, but a final consumption of the wealth 
of the expropriated classes. 

These theoretical falterings are important because they are not 
peculiar to Professor von Beckerath, but rather are typical of his kind 
of theory. Short-run studies cannot afford to assume that pecuniary 
and non-pecuniary phenomena are parallel, that the daily operation of 
markets is perfectly competitive, and that this competition produces 
a condition of economic balance. They cannot even safely use such ele- 
mentary classical concepts as the entrepreneur, the four factors of pro- 
duction, and the economic man. Yet, short of attempting the impossi- 
ble task of summarizing contemporary economic life by pure induction, 
one must either use the concepts inherited from traditional economic 
theory or improvise his own. At one point Professor von Beckerath 
undertakes the improvisation: he defines an enterprise as a unit of 
economic interest, whether representing part of a legal business unit or 
several such units in combination; he defines an entrepreneur as the 
responsible manager of an enterprise, whether owner or not. But lack- 
ing other concepts to supplement these as well as any tradition for their 
use, he quietly drops his definitions and proceeds as though corporations 
always represented an identity of interest. 

Until students in this field have shaped their own intellectual tools, 
short-run theory is forced to such failures as surely as it must rest upon 
an inappropriate philosophical basis. The chief variant among theo- 
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rists will be the degree of self-consciousness and travail of spirit with 
which they realize the nature of their postulates. 
Corwin D. Epwarps 


Washington Square College, New York University 


The Federal Reserve Board: A Study of Federal Reserve Structure and 
Credit Control. By W1Lt1AMO. WeEyrorTH. Baltimore: Johns Hop- 
kins Press, 1933. Pp. ix+216. $2.25. 


In 1913 there was a strong movement for the creation of a central 
bank in the United States. Today there is increasing sentiment in favor 
of remodeling the Federal Reserve System in order to make of it a 
true central bank. For authority in the Federal Reserve System is 
divided, somewhat indefinitely in a number of cases, between the re- 
serve banks and the Federal Reserve Board. As a result there has 
sometimes arisen considerable friction within the system, examples of 
which were the refusal of the Federal Reserve Bank of Chicago to re- 
duce its rediscount rate in 1927, and the unfortunate controversy be- 
tween the Federal Reserve Bank of New York and the Federa] Reserve 
Board over the policy of “direct pressure” in 1929. 

The Federal Reserve Act set up within the Federal Reserve System 
what Professor Weyforth has aptly described as a series of “checks and 
balances” (p. 134). He goes at some length into the reasons for this 
separation of powers or division of authority, and its consequences 
upon the effectiveness of credit control. This division of authority 
manifests itself particularly in changes in the rediscount rates and 
control over open-market operations. In the latter case three groups 
must be brought into agreement—the reserve banks, the open-market 
committee, and the Federal Reserve Board. The author’s conclusion 
is that “a central banking organization in which authority is divided 
as in the Federal Reserve System is not well adapted for prompt ac- 
tion” (p. 136). Since prevention rather than cure is the service which 
credit control can best render, and promptness and timeliness are 
essential, this system of checks and balances must be eliminated. 

The Banking Act of 1933 has greatly enlarged control by the Federal 
Reserve Board over loans made by member banks. The theory that 
neither the reserve banks nor the Board should attempt to control the 
kind of loans made by member banks is now rejected. “Direct pres- 
sure” is legalized and the Board can deny reserve credit to any member 
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bank whose loan policy is not in accord with the maintenance of sound 
credit conditions, or which is lending an excessive amount upon stocks 
and bonds. This can be done even though the reserve banks may not 
agree with the need for such action. Finally, the Board can dismiss any 
officer of a member bank who refuses to desist from making loans which 
foster speculative activity. These are very great powers, but, curiously 
enough, the Act of 1933 does not increase the authority of the Board 
over rediscount rates and open-market operations. The Board has been 
given greatly increased responsibilities, but it is still only partially 
armed. “Its rate powers and open market powers are inadequate” 
(p. 150). Professor Weyforth believes these additional powers should 
be conferred at once, in an unequivocal manner. There is nothing revo- 
lutionary about this. Such powers were granted in the original draft of 
the Federal Reserve Act, but were finally eliminated. He regards “di- 
rect pressure” as most difficult of enforcement; only if banks respond 
quickly can it succeed. Individual banks must be closely inspected; 
this requires time, and delay might be fatal. He believes the Board can 
succeed to a far greater degree in attaining its objects by the use of 
rediscount rates and open-market operations. 

Strong centralized control (on a national basis) is essential not only 
for domestic but for international banking relations. The author an- 
swers the question “Is centralized control dangerous?” in the nega- 
tive. However, he realizes that if the Federal Reserve Board is to be 
made more powerful, it must be manned by an abler personnel. He 
does not minimize the political and other difficulties in the way, but he 
believes it can be done. Thus far the Board has not been a dominating 
agency. At times it has been subservient to the wishes of the secretary 
of the Treasury. The rise of the Federal Reserve Bank of New York to 
a position of pre-eminence has frequently relegated the Board to a 
subordinate place. Now, the author believes, there is a chance to re- 
trace our steps and create a body upon which men of ability, intelli- 
gence, and courage will be willing to serve. He concludes: “‘It may be 
contended that the centralizing of control in the way here proposed 
would amount to nothing less than the creation of a central bank. 
That may be, but if such an organization best meets the requirements 
of our economic life, we need not be frightened by a name” (p. 211). 

Professor Weyforth has presented his case in a convincing manner, 
and the reviewer finds himself in almost complete accord with his rec- 
ommendations. Our individualistic, competitive banking system is 
sadly in need of a strong guiding hand. Bankers still maintain that 
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they can swim only with the current. Therefore someone must at- 
tempt to control the force and the direction of the current. The logical 
point for centralization of control is, as the author contends, in the 
hands of the Federal Reserve Board. It will, however, be difficult to 
secure the kind of a Federal Reserve Board Professor Weyforth desires. 
It may be easier to find the right kind of men than to persuade the 
President to appoint them. This, the reviewer feels, will be a major 
obstacle. The author’s suggestion that the reserve banks should be 
permitted to select several members of the Board should be considered 
seriously, as it might make for a more experienced membership. Power 
which is wrongly or ignorantly used by an incompetent Board may 
create endless havoc. But we must experiment along the lines suggest- 
ed by Professor Weyforth if we are to find a way to prevent future 
depressions. 

It should be remembered that this book was written before the 
enactment of the recent monetary legislation, which, it is being argued, 
has reduced the Federal Reserve System to a position of much less im- 
portance than formerly. Whether and to what extent this is true re- 
mains to be seen. As a permanent policy it would be extremely dan- 
gerous to turn the Federal Reserve System into a mere agency for the 
carrying-out of a monetary or financial program which the party in 
power happens, at that moment, to be advocating. 

CHARLES S. TIPPETTS 
University of Buffalo 


The Triumph of Mediocrity in Business. By Horace SEcrisv. 
Chicago: Bureau of Business Research, Northwestern University, 
1933. Pp. xxix+468. $3.00. 

Is success in competitive business the result of chance or is it instead 
due to the skill possessed by the business man? Economists have gen- 
erally accepted the view that success depends primarily upon skill. 
However, this conclusion has been based primarily upon abstract rea- 
soning. Now comes this painstaking and detailed statistical study by 
Professor Secrist, showing the extent to which the usual hypothesis 
fits the facts. This book furnishes an excellent illustration of the way 
in which statistical research can be used to transform economic t heory 
into economic law, to convert a qualitative into a quantitative science. 
The study is broad in scope, covering for ten successive years 49 depart- 
ment stores, 120 retail clothing stores, 437 retail hardware stores, 
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115 wholesale grocery stores, 899 banks, and 154 railroad companies. 
Any principles found to hold in all of these fields would seem to be 
firmly established. This book is devoted to showing that, in all these 
fields, the year-to-year trends in the course of net profits are governed 
by practically identical] laws. 

The statistical study deals with a varied list of ratios, such as, for 
example: net earnings to net sales; total expense to net sales; surplus 
and undivided profits to total capital funds; total expense to earning 
assets; net earnings to gross earnings; net earnings to earning assets; 
net income (after taxes) to gross income. 

The chief results may be summed up in the following four conclu- 
sions: 

1. For a given concern, the relative position of any of the above mentioned 
ratios in a given year is positively correlated with the positions of the ratio 
in subsequent years. 

. However, if a concern has a ratio in a given year occupying a position far 
removed from the average or normal position, there is a strong tendency 
for this ratio in subsequent years to shift toward the normal. 

3. Ratios occupying, in a given year, positions far removed from the average, 
shift their positions more in succeeding years than do those which are near 
the average. 

4. There do not appear to be concerns having ratios which continue year 
after year in marginal positions, although marginal conditions are always 
present. In other words, although a concern which is unusually prosperous 
or successful in a given year is likely, in the next year, to be far above the 
average in these respects, it is also highly probable that, with the passage 
of time, it will lose its position of pre-eminence and regress toward normal. 
The more outstanding its success, the more speedy is its probable descent. 
There is little chance that it will permanently retain its outstanding posi- 
tion. 


tN 


All of these statements apply with equal force, but in reverse order, to 
the least successful concern. 

Another interesting fact brought out by Professor Secrist’s study 
is that the “representative firms” of one year are not the “representa- 
tive firms” of a decade latter—that is, there is no more tendency for the 
modal firm to stay modal than there is for the most successful firm to 
retain its pre-eminence. 

Some hundred charts, and tables even more numerous, seem to es- 
tablish conclusively the validity of all the findings just mentioned, and 
one is justified in assuming that these findings are applicable to com- 
petitive enterprises of all classes. The only issue which appears to re- 
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main in doubt is whether or not the phrase “the triumph of mediocrity” 
is in harmony with the evidence presented. This phrase seems to imply 
some positive advantage of mediocrity or something inherently strong 
in mediocrity. As the reviewer sees it, such an assumption is indefensi- 
ble. Highly successful firms regress toward normal mainly for two 
reasons: 

1. Their success is partly due to chance, and Dame Luck is very fickle. 

2. Competitors are ever learning to imitate any procedure which temporarily 
results in abnormally large profits. This means that no one can remain 
at the top merely because he has once worked out a superior formula of 
action. To hold leadership he must continually outstrip his rivals by 
making new inventions—and to do this calls for ability which few if any 
human beings possess. What triumphs in business is skill—not mediocrity 
—but no one man or concern succeeds long in retaining a monopoly on 
skill. 


Professor Secrist must be credited with recognizing both of the 
points just set forth, but, in the opinion of the reviewer, he fails to give 
them as much emphasis as is warranted by the results of the statistical 
inquiry. 

On the whole, the book reflects in a most creditable manner the 
painstaking, long-continued, thoughtful, and highly successful en- 
deavor of an able statistician and economist to strengthen our knowl- 


edge of the facts and theory of competition. 
WILLForD I. KING 


New York University 


The Bank for International Settlements at Work. By ELEANOR LAN- 
SING DULLES. New York: Macmillan Co., 1932. Pp. xii+-631. $5.00. 


This heavy volume of description and narrative is a more or less 
typical product of endowed research. It is “safe,’”’ useful within limits, 
and raises no fundamental questions. 

The fundamental question regarding international central-bank co- 
operation was recently stated succinctly by the general manager of the 
Bank for International Settlements, M. Pierre Quesnay, in the follow- 
ing terms: “Vouloir réaliser l’internationalisme monétaire sans inter- 
nationalisme tout court serait poursuivre une illusion.””' For it is be- 
coming clear that a war-debt policy, a new tariff act, and capital ex- 
ports, both long and short term, have a monetary significance that is 


* Revue de science et de législation financiéres, Janvier-Mars, 1932. 
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quite as marked as, say, the movement of the discount rate or the 
activity of the “open market” operations. Historically these various 
“policies”—in so far as they are specifically formulated at all—are 
framed by entirely separate authorities or institutions which have no 
relation with one another. Congress enacts tariffs without considering 
their effect on outstanding indebtedness or exporters’ interests, public 
and private debts are expressed in rigid treaties or contracts with no 
allowance for price fluctuations which affect their economic signifi- 
cance, private bankers decide on long-term or short-term capital move- 
ments, and the Federal Reserve Board decides—under varying types 
of political pressure—upon discount or “open market” policy. The 
same situation exists in all countries. Clearly the first step is closer 
co-ordination of national powers, if international co-ordination is to be 
significant. Then the second step might be a measure of international 
co-operation of the various national authorities provided some agree- 
ment could be achieved in the choice of objectives to be attained by the 
instrument of co-operation. Too frequently co-operation is discussed 
as if it were an end in itself. 

Miss Dulles has not discussed this problem, except here and there 
and in an incidental fashion. Is it unreasonable to have expected such 
discussion, after the handsome provision made for the work by the 
Harvard Bureau of International Research? 

The author has given us a careful, detailed study of the history of 
the bank project, of its organization and early difficulties and achieve- 
ments. She traces the swift deflation of the expectations with regard 
to reparation financing and the early shift into an expanding field of 
strictly banking functions, including the fascinating possibilities of 
international clearing. At the end of the volume there are two good 
chapters on the crisis of 1931 and the relation of the Bank for Inter- 
national Settlements to the gold problem. It is clear that the limited 
resources of the new Basle institution were used constructively and 
with surprising results, considering the strength of its weapons. It is 
also clear, however, that the institution will need considerable strength- 
ening if it is to be effective in the future. If we are again to assume the 
responsibilities of the international gold standard on a large scale, the 
field might be open for a Bank for International Settlements with en- 
larged powers and responsibilities. That, however, raises the funda- 
mental problem again. How much concentration of national powers 
do we need to hold out promise for significant international co-ordina- 
tion? And is not the price of such concentration of national power 
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likely to be a psychological attitude of nationalist defiance of any 
effort at co-operation? 

Miss Dulles’ volume has a number of useful appendixes. The inter- 
national convention representing the Bank for International Settle- 
ments, its charter and statutes, and monthly statements during the 
first two years are reproduced. There is also an interesting chrono- 
logical table of events relating to the institution. 

Harry D. GIDEONSE 
University of Chicago 


Railroad Consolidation West of the Mississippi River. By StuART Dac- 
GETT. Berkeley: University of California Press, 1933. Pp. x+130. 
$2.00. 

The writer of this monograph gathers “in one place, in form con- 
venient for study, a number of plans for the grouping of railroads west 
of the Mississippi River under the provisions of Section 5,” the so- 
called consolidation section of the Transportation Act of 1920. Discus- 
sion is confined largely to the “twelve great systems which have, in 
some fashion, to reconcile their ambitions in this territory.’”’ In the 
treatment of each major property a characteristic procedure is fol- 
lowed: the present constitution of the property is given; the Ripley 
and tentative plans for grouping the railroads are presented; a sum- 
mary is offered of action by management since 1920 looking toward 
unification; and the final plan of 1929 is outlined. 

In the first chapter a careful analysis of the situation of the Santa Fe 
is given; in the second the Southern Pacific is discussed at length, his- 
torically and currently. The merits of alternative consolidation plans 
involving the latter are weighted and the preference of the Southern 
Pacific for the St. Louis Southwestern, rather than the Rock Island, is 
explained. Consolidation of the Union Pacific with the North Western, 
as suggested by the Commission’s tentative plan, is regarded as more 
logical than grouping the transcontinental with the Kansas City South- 
ern. 

The chapter dealing with the Missouri Pacific is perhaps one of the 
author’s most interesting. The development of the old “Gould sys- 
tem” from 1880 is carefully traced, maps being effectively utilized, and 
the causes for its disintegration are outlined. Missouri Pacific policy is 
examined and the noteworthy progress made in unifying properties 
through acquisition of control is chronicled. Entry here of Van Swerin- 
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gen influence is noted—with consequences to consolitlation yet un- 
known. 

Following an interesting discussion of the unification problem in the 
Northwest where three major transcontinentals now compete, the con- 
sideration of systems closes with an examination of certain miscellane- 
ous properties. Among these are the North Western, the Rock Island, 
and the Frisco. But, since most of the essential facts concerning these 
systems appear in preceding chapters, treatment is brief. Doubt is 
expressed concerning the soundness of the final plan, as it touches these 
properties, compared with the tentative. 

A brief concluding chapter is given primarily to a statement, with 
illustrations, of the suggested advantages of railroad consolidation: 
(x) reduction in overhead expense, (2) saving in operating costs, (3) 
more effective use of plant, (4) increased share of competitive traffic, 
(5) development of traffic and territory, and (6) financial and statutory 
considerations. The “‘weak line” argument in behalf of consolidation is 
also presented. In closing, the writer declares that, “generally speak- 
ing, the relations of western carriers with each other have, in the past, 
been unstable to a notable degree,” also that “there is no single adjust- 
ment which is so obviously correct as to command the assent of all con- 
cerned.” He expects slight progress toward consolidation until public 
opinion demands action and alternatives are reduced—or until “de- 
clining earnings force the great western carriers to make experiments 
in order to avoid receiverships.”’ 

The monograph is well done. Valuable and scattered materials have 
been gathered; the work is splendidly documented; and the many 
maps assist in visualizing the problem of consolidation in the West. 
The author might have taken a more positive position relative to vari- 
ous proposals—even, in places, have suggested alternative groupings; 
such opinions and proposals from so careful a student would carry 
weight with both interested reader and regulatory bodies. Yet, since 
relationships west of the Mississippi are so unstable, perhaps it is sound 
strategy to offer an exposition and analysis—reserving judgment until 


need arises. 
S. L. MILLer 


University of Iowa 
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American Business Leaders. By F. W. Taussic and C. S. Jostyn, 

New York: Macmillan Co., 1932. Pp. xiv+319. $3.75. 

The analysis of success in business is the theme of this book. The 
authors have studied seven thousand business leaders of the United 
States. Their background is portrayed by noting the occupations fol- 
lowed by their fathers, the social classes from which they came, and 
what education they had. All of this is correlated with the measure- 
ment of the degree of success tey have attained. Often there occurs 
to the reader the thought that ability makes good in this land of 
opportunity. 

There is a legend that the man who succeeds most often in business 
was a farm boy. But this turns out to bea myth. For every 100 farmers’ 
sons who make the grade of success the authors set there are 600 sons 
of business men who achieve it, when the same-sized samples of parents 
are compared. Perhaps the legend that the small-town boy has the 
advantage over the city boy with regard to success in business may also 
be proved a myth sometime. For 100 sons of farmers who thus succeed 
there are 380 sons of professional men succeeding. The probability of 
success in business is thus greatest for the sons of business men and 
professional men. The chance is not good if you are the son of a labor- 
er. Only 50 sons of skilled laborers attain the business successes that 
100 farmers’ sons do; and only 5 sons of common or semiskilled labor- 
ers thus succeed. 

There are many other interesting facts. For instance, about one- 
third of the business leaders are college graduates, the average year of 
birth of these leaders being from 1875 to 1880. Only about one-quarter 
did not finish high school. 

The authors also make correlations with the grade of success at- 
tained. The measure of success is five grades, based on the gross vol- 
ume of business. Quite a few of the tables classified according to vol- 
ume of business show little correlation. This may be due to the possi- 
bility that so simple a measure as volume of business is not as satis- 
factory a measure of success for such a great variety of businesses and 
for such a complex set of traits that comprise business ability. 

The study is most satisfactory in presentation. Data are given in 
full, the statistics in general are well digested, methods are fully set 
forth, the original sources adequately explained, and throughout there 
is a careful critical attitude. In short, it is a scholarly book. As a de- 
scriptive quantitative study only small points could be brought up by 
way of a critical review. 
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But the authors permit themselves to be enticed into the old ques- 
tion of heredity and environment and there is where they get in trouble. 
It is an elusive question and mighty scholars have fallen before it. 
The matter is important. Do business men succeed because of ability, 
or special privilege? The authors struggle with it through many pages. 
Sometimes the reader may put his finger on a statement and think 
there he has them committed, only on the next page to find more “‘on- 
the-other-hands.”’ I suppose the last sentence in the book may be tak- 
en as stating their position since no qualifications follow: ‘Our results 
strongly suggest even if they do not prove, that inequality of earnings 
between the several occupational classes has its origins in a fundamen- 
tal inequality of native endowments, rather than in inequality of op- 
portunity.”” This confirms my impressions in reading the book, that 
the authors consider heredity the big factor, rather than environment, 
in explaining business leaders. 

The authors seem in some of their many cautious pages to recognize 
that they have not caught many of the environmental factors that 
they consider, namely, schooling, financial aid, and relatives’ help. 
But they go on to consider these factors in the greatest detail, and con- 
clude with the ‘“‘weight of evidence is,” or “our data strongly suggest,” 
etc. Whereas it seems to the reviewer that they have such a small 
fraction of the environment measured that they, in the nature of the 
case, cannot do much toward a solution of the problem. 

And to the reviewer much of the evidence which the authors indicate 
as showing no influence of privilege is not very convincing. For instance: 

Every lad with energy, ambition, and intelligence, no matter how meagre 
might be his educational equipment, found it possible to gain a foothold in 
the business world and to work his way up to a higher position 
son of the wage-earner found himself at no substantial disadvantage as 
compared with the business man’s son in entering business and bidding for 
the favorable consideration of his superiors [p. 245]. 


I recall striking up an acquaintance once on a day coach with a middle- 
aged woman, pretty well worn with toil, who told me about her family. 
Her oldest son was working in Detroit in the kitchen in a small bakery. 
She said, “He ain’t got no chance; he only went to the grade school. 
But I’m agoin’ to work my fingers to the bone to put my youngest 
through the high school. He’ll have a chance to get somewhere then.”’ 
The authors discuss college and business-training courses, but say little 
about the high school, except to state how many business leaders went 
through high school. An interesting control would have been to com- 
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pare the schooling of the business leaders with that of the general 
population in the 1890’s. Only about 25 per cent of the business lead- 
ers of this sample did not go through high school, and these were prob- 
ably born before 1875. Even today we have only about 50 per cent of 
the population of high-school age in high school. And it was in the 
1870’s that the courts in many of the states gave permission to establish 
high schools. The 1890’s were the peak of child labor, “getting a foot- 
hold in business”. I should think the sons of business executives and 
professional men in the 1890’s would have had more opportunities to 
go to high school than the sons of laborers, But the authors state: 
“. . . . So far as we can judge, the degree of schooling completed by an 
individual is fully as much an index of his ability as it is a determi- 
nant” (p. 248). 

Another point is that 40 per cent of the business leaders received 
help financia] or otherwise from relatives or friends. The authors seem 
to discount this because it is not a majority. But I daresay not 4o per 
cent of the sons of common laborers received aid from relatives or 
friends. And there is that aid that comes from belonging—that is, 
belonging to a group whose whole status is that of the well-to-do— 
which would not be listed under specific aid given by a relative or 
friend. Also 25 per cent were graduated from college, which is not 
often the good fortune of a common laborer’s son. So I am inclined to 
think the closing sentence of the book, previously quoted, is too strong, 


and unless one is on guard it tends to be very convincing because of the 
great display throughout the book of statistics, caution, scholarship, 
and looking on both sides. 


WituraM F. OcBuRN 
University of Chicago 


The New York Money Market. Vol. I, Origins and Development. By 
MarGareTt G. MYERS. 1931. Pp. xv-+476. Vol. II, Sources and 
Movements of Funds. By Benjamin Haccotr BecknHart and 
James G. SMITH. 1932. Pp. xi+395. Vol. III, Uses of Funds. By 
BENJAMIN Haccotr BECKHART. 1932. Pp. xiii+475. Vol. IV, 
External and Internal Relations. By BENJAMIN Haccott BEcK- 
HART, JAMES G. Situ, and WILLIAM ApAMs Brown, JR, 1932. Pp. 
xiii++-606. New York: Columbia University Press. 4 vols. Set, $16; 
each, $5.00. 

Professor Beckhart and his associates merit high praise for this 
study of leading aspects of the New York money market. It is at once 
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the most comprehensive and the most enlightening study of that 
market as it existed in the United States prior to 1933. 

In form practically a series of monographs, there is an underlying 
and unifying current of thought which binds them together into a 
thoroughgoing survey of the money market. The unity is furthermore 
beautifully set forth in the summary at the close of Volume IV, which 
in seventeen pages brings together the high spots of the treatment. 
The unity is apparent despite the fact that the study, unlike some 
briefer treatments, does not focus its attention upon a single phase, 
such as interest rates, in terms of which to mold its discussion. The 
fact that it includes structure as well as function enhances its useful- 
ness. 

Like all of Professor Beckhart’s work, the study has a broad sweep. 
Centering its emphasis upon the short-term money market, it proceeds 
to explore the series of markets of which that market is really com- 
posed. Thus it makes a complete analysis of the operations and present 
status of the commercial paper market, as well as a study of the 
growth of bankers’ acceptance practice, in order to indicate the basis 
of the acceptance market. Again, Professor Smith provides a number 
of statistical studies of particular phases, such as the characteristics of 
individual Federal Reserve districts, which serve to round out the 
treatment. 

It is a pity that the study was not completed in 1934 instead of 1932. 
The march of events—first in the Banking Act of 1933 and even more 
in the monetary measure—is likely to modify the underlying bases of 
the money market sufficiently to require substantial revision. Thus the 
study concerns itself largely with credit management by the Federal 
Reserve banks; yet extensive currency management by the govern- 
ment appears in prospect for some time to come. These changes do not, 
of course, vitiate the analysis. But, changing the conditions, they give 
the study much more of a historical character than it deserves. 

The leading conclusions reached in the work may perhaps best be 
indicated in reviewing briefly the several parts. Volume I, dealing with 
origins and development of the New York money market to 1913, is 
conceived more broadly than subsequent volumes, which confine them- 
selves to short-term operations. It traces the growth of a series of 
specialized markets with differentiated functions. The treatment con- 
siders two periods, divided by the National Bank Act of 1863. For each 
period a topical approach is adopted, such as investment banking, 
commercial-credit practice, foreign exchange, bankers’ balances, call 
loans, and government financing. The several chapters are, however, 
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linked together, and at the close of each part an effort is made to co- 
ordinate the significant developments so as to afford a unified view of 
the money market. Thus Part I concludes with a cross-section view of 
conditions at specified dates, as well as certain general observations. 
Part II concludes by calling attention to the shortcomings of the New 
York money market prior to 1913 by reason of the lack of a central 
banking mechanism and of equipment for an international banking 
center. It thus affords an introduction to the other three volumes, 
which deal with the money market under, and as dominated by, the 
Federal Reserve System. 

Volume II considers the sources of funds and their movements in 
the market. After a brief introductory section, Professor Beckhart dis- 
cusses (Part II) the basis of money-market funds. This involves an 
analysis of member bank-reserve requirements and policies; the rela- 
tion of the monetary gold-stock and gold movements, on the one hand, 
and currency and deposit fluctuations on the other, and the Federal 
Reserve statement. The responsibility placed upon the Federal Re- 
serve banks for changes in the credit base is emphasized. Attention is 
also given to several matters which today are solely of historical signifi- 
cance, such as the correct computation of the “free gold” holdings of 
the reserve banks and the offset to gold movements afforded by Federal 
Reserve open-market operations. 

In Part III of this volume Professor Smith makes a statistical analy- 
sis of the concentration of funds in the New York money market, paying 
particular attention to bankers’ balances. He considers the concentra- 
tion of loans, of transactions, and of deposits. He finds that “the fact 
of the concentration of funds and transactions. . . . has not been ma- 
terially changed since the Federal Reserve Act,” but that the situation 
differs in the control now available over the large banks serving as 
correspondents for interior institutions. While its volume is less, rela- 
tive to total deposits and total transactions, than before 1913, New 
York has become even more national and international in scope of 
service. Use of Federal Reserve credit has mitigated former seasonal 
calls upon New York banks for funds, but has not affected the use of 
bankers’ balances to finance the speculative security markets. 

Domestic and to a much lesser extent international balances of pay- 
ments, Professor Smith finds (Part IV), affect the ebb and flow of 
funds to and from New York. “New York tends to lose funds cumula- 
tively to predominantly exporting districts . . .. and tends to gain 
funds from highly industrialized sections” (IV, 574). The latter repre- 
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sent new investments and interest and dividend payments; conversely, 
New York tends to lose funds to districts experiencing rapid economic 
development. Government payments are also of great importance. 
Through them as well as, toa lesser extent, through note clearings, New 
York tends to gain funds, but tends to lose funds through transit 
clearings. 

In Volume III, Professor Beckhart analyzes the uses of funds in the 
principal open markets, other than the market for United States gov- 
ernment obligations. He considers in turn the brokers’ loan, commer- 
cial paper, and bankers’ acceptance markets. Professor Beckhart op- 
poses the view that “surplus funds” alone find their way into brokers’ 
loans. The funds so used, he points out, are based upon member bank 
reserves, as in fact are all bank funds. Hence they cannot be painlessly 
withdrawn; only when new savings are available, or security prices are 
reduced, are the funds released. Little sympathy is shown with the 
view that the market does not absorb funds, but merely diffuses them 
to business. Control by the Federal Reserve authorities over an in- 
creasing volume of speculative loans is advocated, since they impair 
the quality of bank credit. The commercial paper market is next fully 
described. The importance of its service in supplying fluid and mobile 
credit under the American unit banking system is indicated and, by 
the same token, the lack of need for it under extensive branch banking. 
The acceptance market is then subjected to close analysis. The 
legal framework of the acceptance is discussed, the Federal Reserve 
authorities being criticized for their increasingly liberal interpreta- 
tions, whereby the acceptance has gradually been divorced from self- 
liquidating transactions. The several institutions found in the market 
are also described, and the conclusion is reached that the Federal Re- 
serve banks should permit the acceptance to stand on its own feet by 
setting higher buying rates for acceptances. The practice of setting 
artificially low rates is regarded as being now a hindrance rather than 
a help to the instrument. An independent competitive market, not 
overdependent on Federal Reserve credit, is favored. It may be added 
that the part dealing with the bankers’ acceptance represents one of 
the best and most comprehensive treatises, both analytic and descrip- 
tive, that is available on the subject. 

In Volume IV, Professor Beckhart concludes, after a survey of 
“Federal Reserve Policy and the Money Market, 1923-1931,” that 
“the Stock Exchange should be as completely divorced from the credit 
system as possible, and speculative activity should not be permitted 
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to dominate the economic system as it did from 1927 to 1929” (pp. 
576-77). Professor Brown next discusses the relations of the govern- 
ment to the money market, pointing out the well-known changes intro- 
duced by the Federal Reserve Act and by the war and the close rela- 
tionships that have obtained between Treasury and Federal Reserve 
banks. Finally, Professor Smith contributes a statistical analysis of 
money-market periodicities and interrelationships, seasonal and cycli- 
cal. Call-loan funds have apparently shown greater elasticity of supply 
under the Federal Reserve System than have supplies of funds for com- 
mercial-credit use. But cyclically Federal Reserve credit policy has 
been dominant in the short-term credit market. 


Brooklyn College W. H. Sterner 


American Agricultural Policy. By PERSIA CRAWFORD CAMPBELL. Lon- 
don: P. S. King & Son, Ltd., 1933. Pp. xvii+304. 10s. 6d. 

For readers outside of the United States who wish to inform them- 
selves upon some of the important facts in the economic development 
of American agriculture this book will prove valuable. As a discussion 
of national agricultural policy it scarcely justifies its “large sounding 
title” since the author is concerned more with relating facts descriptive 
of the economic and human geography of agriculture and of various 
public agencies designed to aid agriculture than she is with the analysis 
of agricultural economic problems. For it is out of attempts to deal 
with such problems consciously through legislation or otherwise that 
policies emerge. 

What was the complex of forces which, until 1920, seemed to justify 
a consistent national policy of increased agricultural production? Sim- 
ilarly, what pressures were operating to make a continuation of such a 
policy seem unwise after this date? Some of these forces are referred 
to but they are not discussed and evaluated. Practically no notice is 
given to the effect of developing agricultural policies in this latter peri- 
od in Great Britain and on the continent of Europe with reference to 
their repercussion on American policy. 

Miss Campbell is best informed upon the details of the Federal Farm 
Board experiment. Even from this short retrospect the efforts of the 
Board to stabilize prices without exercising some control over produc- 
tion seem not to deserve the amount of space devoted to a discussion of 
them as compared, for example, with the small attention given to land 


policy. 
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The author is not to be condemned too harshly if she does not do 
justice to the maladjustment of agriculture and industry which dic- 
tated that part of the preamble of the Agricultural Marketing Act 
which declared one of its purposes to be that of placing the industry of 
agriculture “on a basis of economic equality with other industries.” 
That problem is not well understood by those who have had much more 
contact with the problem than Miss Campbell. Nor is the author to be 
blamed for having failed to give sufficient weight to the latest manifes- 
tation of a national agricultural policy, that of conscious planning of 
production and land use. Developments along this line have been rapid 


since the book was written. 
E. A. Duppy 


University of Chicago 


Women in the Twentieth Century. A Study of Their Political, Social and 
Economic Activities. By SoPHONISBA P. BRECKINRIDGE. A mono- 
graph published under the direction of the President’s Research 
Committee on Social Trends. New York: McGraw-Hill Book Co., 
Inc., 1933. Pp. xi+364. $4.00. 

This work, an expansion of the chapter in the Social Trends report, 
is a study of trends in American women’s activities and status outside 
the home, as manifested in three ways: women’s organizations and use 
of spare time, women and gainful employment, women and govern- 
ment. Although the subject is one difficult to remove from the realm of 
emotional bias, Miss Breckinridge succeeds in giving an admirably ob- 
jective statement, minutely factual in many instances, of the precise 
activities, accomplishments, and limitations of women. Interwoven 
with the factual account, issues and interpretations are suggested by 
one who regards the present status of women as the result of an only 
partially complete movement from a lower to a higher level, though the 
book does not deal with the “women’s rights” movement as such. The 
continued existence of unsolved problems is presented in a dispassion- 
ate way, well worth the perusal of men as well as women who are con- 
cerned with understanding the world in which they live. 

Women’s organizations have varied in wide range from the early 
sewing circle and literary club to the more recent political organiza- 
tions and associations of business and professional women. The Gen- 
eral Federation of Women’s Clubs, carrying the motto, “United in Di- 
versity,” appears to be losing its earlier importance as wider educational 
and political facilities for women decrease the dependence on literary 
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and uplift clubs, and as women with professional or political interests 
seek specialized channels of co-operation. The author cites Miss Re- 
becca West as suggesting that the reason more women have not done 
“great” things is not that it takes a different kind of ability to do the 
things traditionally considered men’s activities and to attend to chil- 
dren and a home, but that it takes the same; that the most promising 
women in the arts and professions are those who are most attractive 
sexually, and are drawn off early into marriage. After the years of 
most arduous home duties are over, such women should still have sub- 
stantial contributions to make; although it is granted that obstacles of 
social arrangement now stand in the way of late entry into professions, 
the political field is considered more promising. For such women, it 
is proposed, clubs will be increasingly important as the means of keep- 
ing in touch with political and civic developments during the years of 
early marriage and child care, leaving them ready for political activity 
during the remaining vigorous years after forty-five. In support of this 
proposition, the leagues of women voters blossoming from one end of 
the land to the other are cited as the only evidence of sustained, active, 
intelligent non-partisan political interest by any group, men or women. 

In the section devoted to employment, the author marshals the fig- 
ures which show that women are taking a more permanent place in the 
professions and industry. This is indicated by the fact that women 
have gained employment in steadily increasing numbers as compared 
with the total female population and with gainfully employed men, 
and that women workers are older, more are married, and more come 
from the group of native-born white than formerly. The brief mention 
of the “equal wages for equal work” controversy indicates that the 
author understands the economic factors at issue, and that the chief 
hope of the advocates of more pay for women is not legislation but re- 
moval of barriers to closed occupations and getting a chance to do in- 
teresting and important work at any wage. 

Through the section on women and government runs a thread of the 
consciously feminist conviction, though it is strictly subordinated to an 
objective analysis of the results of woman suffrage and women’s par- 
ticipation in politics. Miss Breckinridge finds that on the whole the 
demands of women’s organizations as such, child labor laws, infant and 
maternity assistance, social hygiene, education, etc., are but an exten- 
sion to a wider platform of the care of infants and children which have 
always been the province of women. There is admittedly a disappoint- 
ing decrease in effectiveness of such demands in recent years, greater 
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success having been met in the first few years after women received the 
ballot. Reasons assigned can be only hypotheses, but it appears that at 
first, fearing the potency of the new women’s vote, politicians rapidly 
placed women leaders in their councils, gave them places in party or- 
ganization, and responded to their legislative demands. As time went 
on, however, these women leaders were succeeded by women who owed 
their success to preferment by men, or to inheritance of position from 
their husbands, rather than to support of women; the threat of the 
women’s vote diminished, and politicians became reluctant to yield 
their plums. To the women’s vote is accredited the Nationality of 
Women Act of 1922, but the failure of ratification by the states of the 


child labor amendment is discouraging. 
Atice C. HANSON 


University of Chicago 


Horses and Apples. By Bassett Jones. New York: John Day Co., 

1934. Pp. ix+123. $1.00. 

This little book has a simple thesis: In constructing index numbers 
of prices or index numbers of physical volume of production, econo- 
mists add “horses and apples,” and their results are therefore unin- 
telligible. A prosaic critic might try to discredit index numbers by 
showing that one of them gives more weight to quicksilver than to pig 
iron, that another uses improvised figures of secondary production of 
metals, that still another includes population among its component 
elements, etc. Mr. Jones, however, starts with first principles and 
shoots his arrows from the citadel of formal logic. A sum of horses and 
apples does not make sense, since addition presupposes that the terms 
to be summated are expressed in a common unit. Mr. Jones stresses 
that he is merely calling attention to a neglected mathematical truism. 

Once Mr. Jones’s reminder has been properly understood, no candid 
inquirer will deny its validity. But we live in a world beset by troubles 
in every quarter. When men’s spirits are wounded, they may be for- 
given for seeking the comforts that come from compensations. Ignor- 
ing the real world, they can build an imaginary one that is more to 
their liking. It is only proper that I preface in this way the remarks 
that follow, which aim to show that in an imaginary horse-apple econo- 
my it may make good sense to add horses and apples, while it may 
make little sense to add horses and horses; or, to use Mr. Jones's pic- 
turesque idiom, to add horses and apples may be equivalent to adding 
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“horses,” while to add horses and horses may be equivalent to adding 
“horses and apples.” 

Suppose, then, that some concern arises in a horse-apple economy 
about the adequacy of its food supply. In that case there would be 
some point in adding the calorific content of the apple harvest to the 
calorific content of the edible carcass of horses put to slaughter; but 
there would be little point in determining the size of the horse popula- 
tion, live or slaughtered, unless one also determined what proportion 
of the horses were of edible stock and to what extent they varied in 
capacity to yield edible carcass. If the citizenry of this community 
deemed it expedient to pray to their gods when the annual yield of 
horses and apples fell below a certain norm expressed in horsaps, the 
prevalent medium of exchange, they might organize a Bureau of the 
Census whose function would be to state at the end of each year 
whether there was any need to pray, and if there was no such need, by 
what margin that need had been escaped. If a Planning Board of this 
economy wished to determine to what extent the transporting of horses 
and apples to their final destination was a drain on the labor resources 
of the community, there would be some point in adding the weight of 
the horse carcasses to the weight of the apples, supplementing this 
figure by another expressing their aggregate cubic content, and per- 
haps multiplying each of these figures by the average distance over 
which the horses and apples had to be moved. If the standard of living 
of the employees of the Census Bureau and of the Planning Board were 
fairly persistent, the “average” official consuming quantities of horses 
and of apples whose ratio fluctuated only moderately over short periods 
of time, the taxpayers might see little difficulty in assuming this ratio 
to be constant over short intervals, in calculating the number of horsaps 
that would have to be paid from one month to the next for a hypothet- 
ical basket containing horses and apples in this fixed ratio, and in using 
these calculations among other data to make periodical revisions of the 
number of horsaps paid to the state officials. 

It is clear, then, that in Horsapland it might be a logical procedure 
to add horses and apples, while it might be illogical to add horses and 
horses. But our fantasy must close. In actual life, Mr. Jones warns us, 
no one can add horses and apples without inviting the wrath of the 
gods. What economists must do, therefore, is to stop this dangerous 
practice and to seek salvation in the resuscitated axiom that a sum of 
heterogeneous objects does not make sense. Mr. Jones’s criticism of 
his Debt and Production (New York, 1933), in which the argument rests 
in part on certain index numbers, is presumably intended as an illustra- 
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tion of how remorseless the application of the lately restored axiom 
should be, as is also his implied vow that he will never use index num- 
bers again. It is well to note that even now Mr. Jones can take joy in 
the knowledge that in making sacrifices for the cause of a mathematical 
axiom he will not be alone. Stuart Chase has gallantly confessed in the 
public press that he used index numbers in the past, and has announced 
that he is doing penance for his sins on that score. I understand that 
others are now conscientiously preparing their confessions. Who 
would dare say what the net influence on economic science might not be 
if a spirit of true penitence, accompanied by true abstinence, should 
become fairly general among stout-hearted users and makers of index 


numbers? 
ARTHUR F. Burns 


Rutgers University 


Hausses et baisses des prix de longue durée. By JEAN LESCURE. Paris: 

Les Editions Domat-Montchrestien, 1933. Pp. 115. Fr. 25. 

This is a reprint of two articles published in Revue d’ Economie Poli- 
tique, 1912 and 1914, one dealing with the movement of prices from 
1873 to 1910, and the second, in more detail, with the period from 1895 
to 1914. An extended Introduction indicates the relevance of the ma- 


terial to present-day problems. 

The treatment is both statistical and analytical. The statistical sur- 
vey shows in detail the similarity of movements of prices, wages, rents, 
interest rates, and profits—in England, France, and Germany. Profits 
are estimated chiefly from the records of dividend payments from 
French industrial corporations; the wage data are British; interest 
rates are measured only by the discount rates of central banks. All 
these series show a strong tendency to advance together and to decline 
together. 

The introductory analytical material consists chiefly of a critique of 
the doctrine that the fluctuations in prices were controlled by changes 
in the gold supply and that the fluctuations in production and in profits 
were in turn controlled by the price movement. The author rejects 
Cassel’s 3 per cent doctrine, laying stress on the fact that the demand 
for money is a function of so many variables that it defies statistical 
analysis, and that without an estimate of the demand for money, com- 
parisons of the gold supply with the price movement are wholly incon- 
clusive. The effect of central bank practice in cutting the connection 
between gold and money is emphasized. Expansions and contractions 
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in the volume of trade and the movement of prices precede the price 
movements themselves. Fluctuations in prices and the volume of pro- 
duction are conditioned by the rise and decline of the spirit of enter- 
prise. A revival of enterprise creates without difficulty the necessary 
money to finance itself, even in the face of declining gold production. 

The critical part of the 1912 essay includes a discussion of Fish- 
er’s version of the quantity theory of money, a criticism which was of 
more interest at the time of its first publication than it is now, since 
more elaborate and sophistical doctrines of the relationship of money 
and prices have become so common. Professor Lescure’s theory con- 
tains elements similar to those of Schumpeter and Minnie England. 
Inventions, discoveries, the opening up of new regions and the develop- 
ment of new wants initiate waves of increased activity which spread 
with cumulative force. An expansion of activity in one line of business 
creates an increased outflow of profits, wages, and expenditures for 
materials, which engenders a rise of incomes in other branches of pro- 
duction. Hence, periods of expanding production are also periods of 
rising prices. But if the quantity theory were valid, rising volumes and 
falling prices ought to go together. 

The rise of prices and incomes in the 50’s and 60’s is attributed pri- 
marily to the development of railways, and that of 1895-1912 is ex- 
plained by the growth of the electrical and automobile industries; in 
the period 1873-95 no comparable stimulating force was in opera- 
tion. The production of basic raw materials continued to expand in 
this period under the influence of falling costs, but there was no cor- 
responding expansion of the capital goods industries to furnish a de- 
mand for the products of the raw materials industries. That industrial 
expansion and rising incomes do not require raising selling prices is 
shown by the experience of 1895-1913, when the focal point of expan- 
sion was in industries which sold at fixed or falling prices and were 
profiting by an expansion of volume, not by a rise of selling prices 
(electric power and light companies, tramways, railroads, automobiles). 

The increase in the production of gold contributed to the prolonged 
boom, not through its direct action on the money supply but through 
two other channels: First, it enabled the Transvaal to buy greatly in- 
creased quantities of goods. The values created in the Transvaal oper- 
ated in the same way as did the values induced in other new countries, 
or in new industries in old countries, to stimulate an increase of other 
values. (But was there not this difference—that the purchases of new 
goods by the Transvaal were not offset as a price factor by sales of 
other goods, while those of the Argentine or the electrical workers of 
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France were so offset?) Second, the new gold made it possible for vari- 
ous countries to stabilize their currencies. Stabilization opened the way 
for an inflow of capital into those countries from Great Britain, France, 
and Germany. Foreign loans brought in enormous orders to the capital 
goods industries of these countries. Thus “it is the economic growth 
resulting from the development of new industries and from the pro- 
ductivity of new countries which explains the rise of prices and profits, 
not the reverse.” 
The Appendixes contain useful collections of statistical data. 


CuHarLEs O. Harpy 
The Brookings Institution 


The Economic Development of India. By VERA ANSTEY. New York: 
Longmans Green & Co., 1931. Pp. x+581. $9.00. 

Growth of Trade and Industry in Modern India. An Introductory Sur- 
vey. By C. N. Vaxmt, S. C. Bose anp P. V. DEOLALKAR. New 
York: Longmans, Green & Co., 1931. Pp. xii +398. $5.00. 

The Taxation of Income in India. By V. K. R. V. Rao. New York: 
Longmans, Green & Co., 1931. Pp. xvi+327. $4.00. 

The Co-operative Movement in India. By ELEANOR M. Hovcu. Lon- 
don: P. S. King & Son, Ltd., 1932. Pp. xxvii+340. 15s. 

The Agrarian System in Ancient India. By V. N. GHosHat. Calcutta. 
University of Calcutta Press, 1930. Pp. 123. 

Plantation Labor in India. By Rajyant Kanta Das. Calcutta: R. 
Chatterjee, 1931. Pp. iit+194. Rs. 3/—. 


India provides a mass of material for students of economics, sociolo- 
gy, and tropical agriculture to ponder over. For the student of econ- 
omics who approaches this material, Mill’s saying, endorsed by Mar- 
shall, that “a person is not likely to be a good economist who is nothing 
else,” is particularly significant. In the case of other Asiatic countries 
as well as India a rigid demarcation of boundary lines between the ter- 
ritories of economics and of other social and even of physical sciences 
would leave little room for interpretative analysis of the phenomena 
studied. 

Mrs. Anstey shows a commendable appreciation of the bearing of 
cultural factors on economic development. No satisfactory summary 
could be given of her book in a short space; I shall only comment here 
on a very few of the issues raised in her comprehensive study of the 
agriculture, industry, transport, finance, and foreign trade of India. 
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What might almost be described as a keynote running through the 
book is expressed in substance in this passage: 

.... Certain religious ideas and conventions, and the rigid social strati- 
fication and conservatism based upon those ideas and conventions, still per- 
vade every sphere of life and limit economic development at every step (p. 
471). 


Again, 

. . . . @ Change in the outlook of the people, whereby they may become 
willing to modify their social customs and institutions in the interests of 
economic progress, is a fundamental condition of such progress (p. 476). 


Yet there has been some economic progress. This is made clear in 
both Mrs. Anstey’s study and in Mr. Rao’s. Chapter xvi in the former 
and chapter xiii in the latter are of particular interest to those who wish 
to acquaint themselves with the statistical evidence on this point. Mr. 
Rao, who regards the income tax as “one of the few happy heritages of 
British rule in India,” shows that there has been some rise in average 
income among the classes that come within the scope of the tax, and 
that intermediate incomes have become more numerous relatively to 
incomes of all sizes. Mrs. Anstey exposes the shortcomings of all esti- 
mates of average per capita income for the whole population; it is no- 
ticeable, however, that all such estimates show a rise, and if other 
kinds of statistical as well as qualitative data are taken account of it 
seems clear that there has been some improvement. Mrs. Anstey seems 
in different places to refer approvingly both to Malthusian doctrines 
and to the optimum theory of population. These two theories, how- 
ever, are essentially different and in some respects incompatible. 

If economic progress in India is to be hastened, it is necessary that 
the supply of savings and of real capital should be made more abundant 
relatively to the supplies of the other productive factors. Mrs. Anstey 
favors a slowly rising price level for India as most stimulating to in- 
vestments which increase the demand for labor. It might also be said, 
I think, that in a country where capital is relatively scarce it is often 
beneficial to supplement voluntary saving with a certain amount of 
forced saving: a slowly rising price level should therefore be aimed at, 
since it will both increase the supply of what D. H. Robertson calls 
“lacking,” and also tend to insure that all savings shall be utilized by 
entrepreneurs for the production of new real capital. Discussing the 
economic progress of “the country as a whole and the working classes 
in particular,” Mrs. Anstey points out that “between r9goo and 1914 it 
was no less than remarkable” (p. 469). Yet this was a period of rising 
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prices and forced saving. It is hard to see how the Vienna economists, 
who regard all forced saving as inherently evil, can reconcile their doc- 
trines with the experience of India. 

For some time to come Mrs. Anstey’s work will be invaluable to stu- 
dents of economics, sociology, and economic geography who wish to 
take account of Indian conditions. Mr. Rao’s able study is useful both 
to students of public finance and to those interested in attempts to 
trace quantitatively changes in the conditions of the people of India. 
Mr. Ghoshal’s work is welcome not only because of its intrinsic merits 
but also as evidence that domestic socio-economic history is of interest 
to Indian students; in some Asiatic countries absorption with Western 
knowledge leads to a curious neglect of domestic materials. Miss 
Hough’s work is a compact, well-arranged survey of co-operation: it 
is a fairly self-contained book, since the student of co-operation who 
approaches it without more than casual knowledge of India will find in 
chapter i an excellently proportioned general survey of the social and 
economic background. Mr. Das has made a thorough and valuable 
study of plantation labor in India. More attention should, I think, 
have been given in chapter vi to varying age distributions of groups 
compared. The nature of beriberi is misstated on p. 123. 

Messrs. Vakil, Bose, and Deolalkar have produced a useful survey 
of India’s products and industries. The majority of Indian intellectuals 
show strongly protectionist tendencies: they lean further in this direc- 
tion than is justifiable on the basis of the infant industry—or, as Ohlin 
more aptly designates it—the infant country principle. In the intro- 
duction to this study, some important general issues are raised which 
there is no space to consider here, regarding economic exploitation. I do 
not feel that the treatment of this or of tariff policies is entirely sound. 
There may be something in charges that British rule has hampered 
economic development in some of the ways alleged but the matter is 
doubtful and a much better case could, in my opinion, be made for the 
view that sweeping cultural changes must precede a quickening of the 
tempo of economic progress, that foreign rulers cannot ride rough-shod 
over old cultural elements as modernized domestic rulers might, and 
therefore political independence might remove the social obstacles to 
economic progress more effectively than the present form of govern- 


ment can hope to do. 
E. F. PENROSE 
Food Research Institute 


Stanford University 
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Das politische Element in der nationalikonomischen Doktrinbildung. 
By GuNNAR Myrpat. Translated from the Swedish by GerHarp 
MackenrotH Berlin: Junker und Diinnhaupt, 1932. Pp. xi.+ 
309 Rm. 12. 

Socialists are accustomed to draw a distinction between bourgeois 
economics and proletarian economics. Into the first group falls in its 
entirety “orthodox” economic theory which, according to the thesis, 
is nothing more than a learned and ingenious attempt to justify the in- 
stitutions and ways of capitalism. While the author of the present 
volume is willing to concede a certain explanatory value to the gen- 
eralizations of classical and neo-classical economic theory, particularly 
in those somewhat unusual circumstancess in which the assumed agree- 
ment of individual and social economic interests does as a matter of 
fact exist, he finds that the main body of economic thought from Adam 
Smith to Pigou has been distorted by a distinct political bias. 

This thesis is not new. What is new is its careful and scholarly ex- 
amination by an able and trained economist. Most of the previous 
writing on this subject has consisted either in the doctrinaire and super- 
ficial assertions of naive Marxian socialists, or in the imposing but shal- 
low expositions of those scholars, chiefly German, whose ignorance of 
economics has prevented their philosophical speculation from bearing 
fruit. Myrdal brings to the subject an apparently rare combination of 
qualities and interests. Dealing almost exclusively with the English 
economists, he exhibits an equal comprehension of the niceties of their 
economic theories and of the methodological implications of their social 
philosophy. 

The early classical theory of value is considered by the author to be 
a product of the natural law justification of property as the product of 
labor. Under utilitarian influence, labor was subjected to a psychologi- 
cal interpretation which yielded a concept of labor cost in terms of un- 
pleasant efforts and sacrifices. This psychological interpretation of 
costs was expanded by Senior to include the sacrifice of saving and by 
this means the basis laid for the later classical explanation of value in 
terms of real costs. Thus the English theory of value is seen as the out- 
come of a historically devious and obscure intellectual process which 
has its roots in the individualist predilection for private property. 

Myrdal sees, likewise, the influence of normative and evaluative as- 
sumptions in the traditional economic concepts of the national income 
or national dividend and in the familiar treatment of the national econ- 
omy as an economic entity wrestling with the problem of scarce re- 
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sources. A false analogy, in his opinion, is drawn between the problems 
of the individual household and the problems of a national economy. 
Instead of studying as scientists the behavior of quantities and prices 
in the market, economists have acted the part of social philosophers 
and have viewed the pricing process as a social device useful in the 
correct allocation of resources to meet social needs and wants. In the 
author’s own words, “the theory of economic liberalism is intellectual- 
ly constructed on the basis of a communist fiction” (p. 292). 

A careful reading of English economics from Adam Smith to the 
present time can only lead the impartial student to agreement with 
the author’s general position. An individualist political philosophy has, 
sometimes consciously but more often unconsciously, influenced impor- 
tantly the course of economic theory. Nevertheless it is possible to 
disagree rather sharply on the question of the extent to which this 
bias has destroyed the descriptive and explanatory value of economic 
theory. Myrdal appears to be unduly critical. He is willing to grant a 
certain pedagogic value to economic theory for the purposes of exposing 
gross and vulgar errors. He is willing to concede that in certain fields in 
which there is no real antagonism of group interests, in particular the 
field of monetary theory, the individualist bias has done little harm. 
But in the critical problems of value and distribution he thinks that the 
normative preconceptions of orthodox economists have destroyed in 
large measure the validity of their theory. 

This study is really a critical history of English economic thought. 
The author touches only slightly upon the fundamental methodological 
question of the proper relation of description to evaluation in economic 
thought. He says enough to indicate a penchant for a really scientific 
economics. He sees the weakness of the Cambridge economists in their 
ill-advised attempt to unite economic theory and social policy in one 
intellectual structure. But the book is in the main historical and criti- 
cal. It is to be hoped that Dr. Myrdal will have an opportunity shortly 
to devote his exceptional talents to the constructive problem and am- 
plify his scanty remarks in the last chapter of the book into an authori- 
tative treatment of the proper relation between economic theory and 


considerations of social policy. 
EpWArpD S. MAson 


Harvard University 
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Unemployment in Germany since the War. By KENNETH INGRAM 
Wiccs. London: P. S. King & Son, Ltd., 1933. Pp. ix-+216., 
ros. 6d. 

Unemployment in Germany is measured with more or less accuracy 
and completeness by statistics of the trade unions, of unemployment 
insurance, of the labor exchanges, and of the health insurance fund. 
The author begins this study with a brief statement concerning the 
more obvious and better-known characteristics of each of these series 
of data with his reasons for rejecting or using them. He makes no con- 
tribution to the methods of utilizing and interrelating these readily ac- 
cessible data to the end of greater understanding of German or general 
unemployment statistics. The statements concerning the limitations 
of the data are superficial. The data on applicants to the employment 
exchanges are accepted as an accurate statement on unemployment, 
although the Ministry of Labor estimates for 1928 were that 4 or 5 per 
cent of these applicants were employed persons seeking other jobs. 
Also, it is questionable whether the exchanges draw from any workers 
not included in the unemployment insurance and relief set-up. The 
author refers to the national unemployment censuses of 1895 in examin- 
ing seasonal unemployment, but shows no evidence of acquaintance 
with the Imperial Statistical Office’s detailed discussion of those cen- 
suses in its important inquiry into unemployment published in 1906. 
The statement that unemployment has been more evenly distributed 
geographically in Germany than in England evidently arises from the 
lack of recognition of differences in reporting of data in the two coun- 
tries. The English reports are published by localities, while the German 
are totals for each of the thirteen districts set up for administering un- 
employment insurance and the employment exchanges. The bound- 
aries of the districts have been drawn with the purpose of equalizing 
to some degree the burden of unemployment for each region. 

The chapter on unemployment in relation to the scarcity of capital 
assumes that “labour is usually the most important item of cost to the 
entrepreneur.” The footnote to prove the argument quotes an inquiry 
into 1,065 undertakings by the Reichsverband der Deutschen Industrie, 
where wages costs were 55.68 per cent; and wages, salaries, employers’ 
share of social insurance, and voluntary social contributions, 77.29 per 
cent of the cost of production. This leaves only 22.71 per cent for ma- 
terials, interest, and replacement on building and equipment, selling 
costs other than salaries, profits, etc., and raises the question whether 
the inquiry covered an adequate sample of German firms. One might 
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question the relative importance of wage rates and of general manage- 
rial efficiency in the accumulation or rebuilding of capital. Also, the as- 
sumption that lack of capital is the root cause of unemployment is 
hardly borne out by American experience. 

Elaborating the theory of the relation of labor to the scarcity of 
capital, the discussion of wages rests on the theory of the ideal or “equi- 
librium” wage, determined by the marginal productivity of labor. Con- 
sequently, maintenance of wage rates through collective bargaining or 
legislation, and also social insurance, are opposed as preventing the re- 
turn of wages to the equilibrium and thereby contributing to unem- 
ployment. Recognizing a possible, though unproven, element of truth 
in this assumption, its degree of importance is difficult to determine, 
especially since the United States, without social insurance and with 
important areas of the labor market untouched by collective agree- 
ments, is experiencing unemployment. 

In addition to wages the author’s list of current factors in capital 
scarcity includes reparations, heavy taxation, faulty public finance, 
and agriculture. It omits uneconomical administration of industry. In 
fact, evidently through preoccupation with the wages argument, the 
author discounts the whole rationalization movement. He sees ration- 
alization as little more than the substitution of machinery for labor 
and speaks only in vague terms of the reorganization of industry even 
after the inflation. While some of the current discussion of rationaliza- 
tion may be attributed to publicity or to aspirations, it is not possible 
to dismiss the movement with the statement that the author sees 
nothing new in its principle after investigating the rationalization sec- 
tion of the industrial museum in Diisseldorf. Such a reference as this 
one to the Diisseldorf museum, the acknowledgments in the Preface, 
and the footnote references are the only indication of the sources of in- 
formation used. There is no bibliography. The Index is inadequate. 

Though marred by omissions and faulty emphasis, the book contains 
much of positive value. In spite of readily available material, too little 
is generally known of the sources of German statistics on unemploy- 
ment. The book emphasizes the complexity of factors causing unem- 
ployment. It makes excellent suggestions as to methods for distinguish- 
ing seasonal, cyclical, and residual unemployment. Its tentative con- 
clusion that the shortening of post-war trade cycles is but the continua- 
tion of a pre-war trend is important for consideration of future pros- 
pects and policy. 

MOoLiie Ray CARROLL 
University of Chicago 
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International Wage Comparisons. By SoctaL ScrENCE RESEARCH 
Councit. Bulletin No. 22. New York, 1932. Pp. 262. 
Differences in the nature of the wage data available for different 

countries make international wage comparisons questionable if not im- 

possible. It is frequently not clear which type of wage data is given 

when the general or indefinite term wages is used. This word may mean 
either actual earnings or the rate of wages paid for full time employ- 
ment. Even though the rate of wages is specified, the reader may not 
be informed whether it is a time rate or a piece rate, and when the 
latter is specified it must be recalled that various types of bonus sys- 
tems are used in connection with the simple piece rates. Likewise, the 
time rates may be minimum rates or the rates actually paid. These 
differences in the type of wage data available as well as those arising 
out of different classifications of the data, different areas covered 

(rural, or urban, or both), the frequency and regularity with which the 

data are collected, and other factors are discussed in great detail by the 

men who prepared the reports collectively published in this volume. 

The problems involved in measuring real wages were also considered. 
One cannot read the reports without being impressed by the fact 

that carefully collected data rather than just more data is the real need 

at present, for at many points the work of administrative officials and 
research organizations is hampered because the data available are not 
suitable for their purpose. The data must be improved with respect to 
coverage, comparability, continuity, and general quality before social 
research in this field may proceed with a fair degree of success. This 
situation is due to the lack of careful planning before the collection of 
the data took place; in addition, it is probably true that in some cases 
the men in charge of the collection of the data did not (and still do not?) 
possess an adequate understanding of the methods to be applied to the 
data or the purposes for which the data will be used. Enthusiasm in the 
collection of data has outrun knowledge as well as advance in technical 
methods. The haphazard collection of statistics at great expense 
should be severely condemned and these reports indicate that this 
practice is attracting the attention of many men. There has been ex- 
cessive duplication of questionnaire and direct inquiry by many agen- 
cies, and—what is more deplorable—a lack of comparability of the data 
as a result of the unrelated programs of public and private agencies. 

The documents published here were prepared over a period of nearly 
three years following January, 1929, when the Social Science Research 

Council held its first conference on international wage comparisons at 

Geneva. They constitute a careful survey of the wages and cost of liv- 





BOOK REVIEWS 425 


ing material in Canada, France, Germany, Italy, United States, and 
the United Kingdom. The committee on wage index numbers pointed 
out general principles for the guidance of the experts in different coun- 
tries. After distinguishing six different purposes for which such index 
numbers may be compiled, it adopted detailed and comprehensive res- 
olutions on the methods to be used. 
Harry PELLE HARTKEMEIER 
University of Missouri 


Problems of Staple Production in Canada. By Haroip A. INNIs. 

Toronto: The Ryerson Press, 1933. Pp. xi+124. $2.50. 

This volume contains eight essays, seven of which have been printed 
elsewhere. As the title of the book indicates, Professor Innis is con- 
cerned throughout with the problems which have confronted a country 
engaged in the production of fur, wheat, lumber, wood products, and 
minerals. In order to market these commodities a transportation sys- 
tem has had to be built up, and here the governmnt has come in. There 
are chapters on the Canadian Pacific Railway, on federal and provin- 
cial railways, as well as a suggestive chapter on “Transportation as a 
Factor in Canadian Economic History.”’ In conclusion, the difficulties 
occasioned by the depression are surveyed. “In some sense,” Professor 
Innis declares, “this is Canada’s first serious depression.” (P. 113). 
Previously, exploitation of virgin resources and heavy imports of capi- 
tal, especially by governments, have brought about quick recovery. 
At present these expedients are less feasible and the acute problem is 
what to do about the inflexible load of governmental debt. Some of the 
remedies which have been proposed are mentioned cautiously, and in 
the Preface further suggestions are made. 

The book thus possesses a semblance of unity. But certain defects 
of its origin are present. There is some duplication and there is no step- 
by-step exposition. Only after all the essays have been read can a 
reader think back and see the pattern of ideas which has been present- 
ed. But these are minor faults and all students will welcome these 
stimulating studies from the pen of the most competent of Canadian 
economic historians. 

The pages bristle with generalizations. A brief paragaph from the 
chapter on “Government Ownership in Canada,” will serve as an illus- 
tration: 

“Government ownership is the legitimate child of government sup- 
port of private enterprise in the construction of railways in Canada. It 
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is the result of a policy directed toward building a nation in the north- 
ern part of North America. It rests ultimately on the Precambrian 
shield.” Certainly this is striking, and one wishes, here and elsewhere, 
that the supporting argument had been more fully elaborated. 

Sometimes the generalizations are couched in vague terms and in a 
style which is cumbersome. Even the careful reader will find it hard 
to maintain his attention, and he will occasionally be in doubt as to 
the meaning. The defects are, in part, the defects of spade-work. 
Professor Innis can write vividly: witness the chapter entitled “The 
Jubilee of the Canadian Pacific Railway.” Here, especially, he has a 
background of knowledge and his presentation is excellent. 

The book would be improved by inclusion of a few maps showing the 
location of railways, waterways, and economic areas. 

J. A. MAXWELL 
Clark University 


State Grants-in-Aid in Virginia. By Tipton Ray SNAVELY, DUNCAN 
CLARK Hype, and ALvin Biocksom Biscor. New York: Century 
Co. for the Institute for Research in the Social Sciences, University 
of Virginia, 1933. Pp. xv+244. $2.50. 

This study is one of a series by members of the University of Vir- 
ginia devoted to the more important social and political problems of the 
state. The authors have concentrated on the school subventions, which 
are as unsatisfactory in Virginia as in most of the other states. They 
show statistically that the apportionment of funds according to the 
population of school age has little relation to the ability, the needs, or 
the cost of education in the various counties, as measured by school 
attendance, length of term, teachers’ training and salaries, or tax 
levies. In agreement with most students of this problem, they conclude 
that the grant-in-aid should be used to equalize the burden of taxation 
necessary to maintain a stated minimum program. Outright state pay- 
ment of the cost of this minimum has as an alternative state payment 
of the difference between the minimum cost and the yield of a uniform 
tax rate on local property. The new “equalization” grant is rightly 
criticized as arbitrary, unfair, and inadequate. Many interesting facts 
appear which, unwittingly, show the administrative ineffectiveness of 
the Virginia school aid, such as lax enforcement of attendance laws, 
the backwardness of the rural schools, the relative neglect of the ne- 
groes everywhere and of the poor whites in the mountain districts. 
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The potential advantages of county organization of local government 
have not been realized in Virginia, since the one-room school still pre- 
dominates in rural areas. 

The analysis of the highway grants-in-aid is now of largely historical 
interest since they have recently been replaced by state maintenance of 
the secondary roads. None the less, the proposals for reform made by 
the authors are of considerable merit, including their plan for equaliza- 
tion of burdens. Too much emphasis, however, appears to be placed on 
mere mileage. Those who regard special taxation of the motorist as 
justifiable only on the benefit principle, may well object that equaliza- 
tion grants would divert the special funds from the roads which carry 
most of the traffic to roads which are beneficial almost entirely to the 
abutters, and hence might more properly be financed by special assess- 
ments. The other grants-in-aid, for health and welfare work, are of 
very minor importance. The authors offer some good suggestions for 
their improvement. 

Although one may take issue with many inferences from the data or 
with the statistical procedure, this monograph is a valuable addition to 
the literature of American subventions. The data presented corrobo- 
rate the conclusions of writers studying other states. The comparisons 
made with the systems of other states point out desirable practical 
measures for Virginia, and it is as a “tract for the times” that this in- 
vestigation is most useful. It cannot be said, unfortunately, that any- 
thing has been added to our understanding of the problem of state and 
local administration and finance as a whole. The desirability of separa- 
tion of revenues is assumed without argument, although the authors 
recognize that some form of equalization of assessments is a prerequi- 
site to equalization of tax burdens. Their treatment of the theory of 
grants-in-aid leans heavily on Sidney Webb. The picture of the effec- 
tiveness of this device, when applied to American administration, is 
idyllic at best, and is amply contradicted by the experience of other 
states, and by many facts here adduced for Virginia. 

HENRY J. BITTERMANN 
Ohio State University 


Industrial Relations in Great Britain. By J. H. RicHarpson. Geneva: 
International Labour Office, 1933. (Boston: World Peace Founda- 
tion.) Pp. xi+272. $2.00 (cloth); $1.00 (paper). 

This is the first of a new series of monographs by the International 

Labour Office dealing with the development of industrial relations in 
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various countries since the World War. It deals with every aspect of 
relations between employers and employees in Great Britain: the 
underlying conditions confronting British industry in the post-war 
period, the trade unions and the employers’ associations, the function- 
ing of voluntary adjustment machinery, the trades boards and other 
governmental wage regulation, the Industrial Court, joint industrial 
councils, works councils, developments toward a national economic 
council; and also social insurance, statutory and voluntary welfare 
work, progress in labor management, and scientific research in labor 
problems, particularly in relation to hours of labor. The treatment is 
only slightly historical, with the major emphasis upon the situation as 
it stood in 1932 when this book was written. It is valuable to all Ameri- 
can students of labor problems as a concise, impartial account of what 
has become of the many experiments in this field which have been 


launched in England since the World War. 
EpwIn E. WITTE 
Wisconsin Legislative Reference Library 
Madison 


Department Store Food Service. By INA M. HAMLIN AND ARTHUR H. 
Wovakor. Bureau of Business Research, University of Illinois, Bul- 
letin No. 46. Urbana: University of Illinois, 1933. Pp. 37. 

The practices of 386 department stores with respect to the operation 
of food serving departments were investigated in this study. It was 
found that 16 per cent of these stores operated such departments, the 
practice being most common among large stores in large cities. Of the 
119 food-serving units in 62 stores 42 per cent were lunch counters, 23 
per cent tea rooms, 22 per cent restaurants, 9 per cent cafeterias, and 
4 per cent grills. Most of the lunch counters were located in the base- 
ment or on the first floor of the store; on the other hand, more than 
one-half of the dining-rooms were on the second floor or above. The 
great majority of food serving departments were owned and operated 
by the stores themselves; only 8 per cent of the dining-rooms were 
leased. The tendency was for the average customer’s check and the 
number of persons served per seat to increase with the amount of store 
sales and the size of the city in which the store was located. Data ob- 
tained on the operating results of 30 food departments indicate that 17 


out of the 30 were operating at a profit in 1930. 
J. L. PALMER 


University of Chicago 
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